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UNITED STATESBANKRUPTCY COURT
NORTHERN DISTRICT OF OKLAHOMA

Filed Docketed

IN RE: September 14, 2005

COMMERCIAL FINANCIAL
SERVICES, INC,,

and

CF/SPC NGU, INC.,

Case No. 98-05162-R
Chapter 11

Case No. 98-05166-R
Chapter 11 Jointly Administered with

Debtors. Case No. 98-05162-R

BRADLEY D. SHARP, TRUSTEE
OF THE CFSLIQUIDATING
TRUST, ON BEHALF OF
COMMERCIAL FINANCIAL
SERVICES, INC., and CF/SPC
NGU, INC,,

Plaintiffs,

V. Adv. Case No. 03-0008-R
CHASE MANHATTAN BANK USA,
N.A.; and CHASE SECURITIES,
INC., n/k/aJ.P. MORGAN
SECURITIESINC,,

N N N N N N N N N N N N N N N N N N N N N N N N N N

Defendants.

ORDER DENYING DEFENDANTS MOTIONSIN LIMINE TO EXCLUDE
TESTIMONY OF PLAINTIFES EXPERT CARMEN R. EGGLESTON

This matter is before the Court on;

. Defendants Motion in Limine to Exclude Tedimony of HantiffS Expet Camen R.
Eggleston and Memorandum of Points and Authorities in Support Thereof (Doc. 112),
filed by Defendants Chase Manhattan Bank USA, N.A. and Chase Securities, Inc. n/k/a
J.P. Morgan Securities Inc. (collectively, “Chasg’) on January 31, 2005 (the “Motion”)

. Fantiffs Response to Defendants Motion in Limine to Exclude Testimony of
Fantiffs Expet Carmen R. Eggleston and Memorandum of Points and Authorities in
Support Thereof (Doc. 116), filed by Paintiffs Bradley D. Sharp, Trustee of the CFS
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Liquideting Trust, on Behdf of Commercid Fnancid Services Inc. (“CFS’) and
CF/SPC NGU, Inc. (“NGU”) (cdlectivdy, “Pantffs’) on March 7, 2005 (the
“Regponse to Motion”)

. Defendants Reply Brief in Support of Thar Motion in Limine to Excdude Tesimony
of Fantiffs Expert Carmen R. Eggleston (Doc. 135), filed by Chase on March 21,
2005 (the “Reply™)

. Motion in Limne to Excdude Tegimony of PantiffS Expert Carmen R. Eggleston as
to the Additiond Opinions and Memorandum of Law in Support Thereof (Doc. 221),
filed by Chase on May 23, 2005 (the “ Supplemental Motion™)

. HPantiffs Response to Defendants Motion in Limne to Excdude Expet Camen R.
Egoleston’s Supplemental Report (Doc. 234), filed by Plaintiffs on June 4, 2005 (the
“Response to Supplemental Motion™)

. Defendants Reply Brief in Support of Motion in Limne to Exclude Testimony of
Fantiffs Expert Carmen R. Eggleston as to the Additiond Opinions (Doc. 250), filed
by Chase on June 10, 2005
On Jure 14 and 15, 2005, the Court hdd a hearing pursuant to Rule 104(a) of the

Federal Rules of Evidence to address the prdiminary question of whether Carmen Eggleston’s

proposed expert tetimony on behdf of Plantiffs is admissble On July 1, 2005, Pantiffs

filed Pantiffs Supplementa Points and Authorities Regarding Camen Eggleston Daubert

Hearing (Doc. 265), and on July 18, 2005, Chase filed Defendants Response to PFantiffs

Supplementa Points and Authorities Regarding Carmen Eggleston Daubert Hearing (Doc. 271)

(“Response to Supplementa Points’).  Upon consideration of the pleadings, briefs and exhibits

attached thereto, live testimony presented at the hearing, testimony offered through affidavits

and depogtion transcripts, exhibits referred to a the hearing, argument of counsd and

applicable law, the Court finds and concludes asfollows:
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Fantiffs retained Camen R. Eggleston (“Ms. Eggleston”) to provide testimony in this
fraudulent transfer action in support of thar dlegaions that CFS was insolvent on and after
December 31, 1996, and that NGU was insolvent on October 31, 1997, and on December 31,
1997, and that CFS and NGU had unreasonably smdl capital as of those dates and were unable
to pay debts as they came due. Chase has moved to preclude Paintiffs from offering Ms.
Eggleston as an expert witness a trid pursuant to “a sraghtforward gpplication of the ‘gate-

keeping principles enunciated in Daubert v. Merdl Dow Pharmaceuticas, Inc., 509 U.S. 579

(2993) and Kumho Tire Co., Ltd. v. Camichael, 526 U.S. 137 (1999).” Motion a 1. Chase

chdlenges Ms. Eggleston’'s qualifications and methodology and contends that her key
assumptions are inconsistent and not supported by the facts.
Rule 702 of the Federd Rules of Evidence provides-

If scientific, technical, or other specidized knowledge will asss the trier of
fact to underdand the evidence or to deermine a fact in issue, a withess
qudified as an expert by knowledge, ill, experience, traning, or educetion,
may tedify thereto in the form of an opinion or otherwise, if (1) the testimony
is based upon aufficient facts or data, (2) the testimony is the product of reliable
principles and methods, and (3) the witness has agpplied the principles and
methods rdliably to the facts of the case.

Fed. R. Evid. 702. Rule 703 of the Federal Rules of Evidence states—

The facts or data in the particular case upon which an expert bases an opinion or
inference may be those perceived by or made known to the expert at or before
the hearing. If of a type reasonably relied upon by experts in the particular field
in forming opinions or inferences upon the subject, the facts or data need not
be admissble in evidence in order for the opinion or inference to be admitted.
Facts or data that are otherwise inadmissible shall not be disclosed to the jury
by the proponent of the opinion or inference unless the court determines that
their probative vaue in assding the jury to evaluate the expert's opinion
subgtantidly outweighs thelr prejudicid effect.
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Fed. R. Evid. 703.

The Daubert/Kumho decisons edtablished that the trid judge must perform the

“gatekeeper” function of “assesqing] the reasoning and methodology underlying the expert’'s
opinion, and determinfing] whether it is . . . vaid and applicable to a particular set of facts’

before admitting expert testimony into evidence. Goebdl v. Denver and Rio Grande Western

RR. Co., 215 F.3d 1083, 1087 (10" Cir. 2000). Exduding expert tetimony of doubtful
vdidity is paticulaly criticd in jury trids dnce juries may aford undue weight to the
pronouncements of a witness advertised as an “expert.” However, the Tenth Circuit Court of
Appeds has hdd that “when faced with a party's objection, [the trid court] must adequately
demongtrate by gspecific findings on the record that it has performed its duty as gatekeeper.”

Id. at 1088.! Because Chase has lodged an objection to Ms. Eggleston’s testimony in advance

The Goebe case concerned the falure of the trid court to act as gatekesper in
asesing the competency of an expert witness before the expert was permitted to testify
before a jury. The Court has found no Tenth Circuit authority addressng whether the trid
court may abandon its role as gatekeeper when a case will be tried to the bench. All published
Tenth Circuit cases addressing Daubert/Kumho issues arise in the context of jury trids or
potentid jury trids. Other jurisdictions agppear to soften the scrutiny of expert testimony
where the posshility of unduly influencing a jury is absent. See, eg., Ded v. Hamilton County
Bd. of Educ., 392 F.3d 840, 852 (6 Cir. 2004) (“The ‘gatekeeper’ doctrine was designed to
protect juries and is largdy irrdevant in the context of a bench trid”); Gibbs v. Gibbs, 210
F.3d 491, 500 (5" Cir. 2000) (“Most of the safeguards provided for in Daubert are not as
essentid in a case such as this where a didtrict judge Sits as the trier of fact in place of a jury”);
Bery v. Sch. Did. of Benton Harbor, 195 F. Supp. 2d 971, 977 n.3 (W.D. Mich. 2002) (“the
court's ‘gatekeeper’ function under Kumho and Daubert is less criticd when the court itsdf
serves as the trier of fact”); United States v. 100.01 Acres, 2002 WL 923925 (W.D. Va) a
2 (“The gatekeeping function of the court is relaxed where a bench tria is to be conducted . .
. because the court is better equipped than a jury to weigh the probative vadue of expert
evidence”). See aso Technology Corp. Liquidation Trugt v. Chang (In re Joy Recovery
Technology Corp.), 286 B.R. 54, 68-69 (Bankr. N.D. Ill. 2002) (recognizing that an expert

4
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of trid, and an extensive record has been developed, the Court is fully equipped at this point
to address Chase’'s objections to Ms. Eggleston’'s competency to testify with specific findings.

In Daubert, the Supreme Court provided guidance in performing the gatekeeping
function in the form of a lig of non-exclusive factors designed to assess the admissibility of
scientific expert opinion evidence. These factors are principaly relevant to testimony of a
sietific nature, however, and are not paticulaly hdpful in assessng the admisshility of
specidized finendd, accounting or vaudion testimony. The Daubert factors indude  whether
the theory or technique has been or is capable of being empiricaly tested; whether the theory
or technigue has been subjected to peer review and publication; consderation of the known or
potential rate of error; and whether the theory has been generdly accepted in the relevant
sdentific community.  Daubert, 509 U.S. a 593-94. The Supreme Court emphasized that the
inquiry is a flexidle one amed a assuring “evidentiary relevance and reiability” and that the
focus “must be soldy on principles and methodology, not on the conclusons that they
generate” Id. at 594-95. In Kumho, the Supreme Court explictly hed that courts possess

a duty as gatekeeper to exclude any expert evidence (i.e., tesimony in the form of an opinion

witness need not be excuded for expressng a legd opinion or concluson in a bench trid
because the court is capable of sorting out testimony that will assist the court on factud issues
from testimony that purports to direct alega conclusion).

In any event, the Court, as fact-finder, will be bound by the Federa Rules of Evidence
and may consder only rdevant evidence and testimony of witnesses competent to tedtify.
Whether acting as a Daubert/Kumho “gatekeeper” or amply goplying the rules of evidence, the
Court may appropriately determine the rdevance of evidence and the competency of witnesses
in advance of trid in order to dreamline the trial (or in the case of exclusion of critica
evidence, to avoid a trid dtogether), and to ad the parties in assessng the drengths or
weaknesses of their positions for settlement purposes.

5
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by one with specidized knowledge) that fals the tests of rdevance and rdiability, and that the
factors used in evduding rdevance and rdiability depend on the nature of the issue, the type
of expertise and the scope of thetestimony.  Kumho, 526 U.S. at 141-42.

In evduding the admisshility of expert testimony, the Tenth Circuit Court of Appeds
has provided the following guidance:

Generdly, the didtrict court should focus on an expert's methodology rather than
the condusons it generates. Daubert, 509 U.S. at 595, 113 S.Ct. 2786.
However, an expert's conclusons are not immune from scrutiny: “A court may
conclude that there is smply too great an andytica gap between the data and the
opinion proffered.” Genera Elec. Co. v. Joiner, 522 U.S. 136, 146, 118 S.Ct.
512, 139 L.Ed.2d 508 (1997) (“[N]othing in either Daubert or the Federa Rules
of Evidence requires a didrict court to admit opinion evidence which is
connected to exising data only by the ipse dixit of the expert.”). Under Daubert,
“aly step that renders the andyds unrdiadle ... renders the expert's testimony
inadmissble. This is true whether the step completedy changes a rdiadle
methodology or medy misgpplies that methodology.” Mitchel [v. Gencorp,
Inc], 165 F.3d [778,] 782 [10™ Cir. 1999] (quoting In re Paoli R.R. Yard PCB
Litigation, 35 F.3d 717, 745 (3d Cir.1994)). It is critica that the district court
determine “whether the evidence is genuindy scientific, as diginct from beng
uncientific speculation offered by a genuine scientis” 1d. a 783 (quoting
Rosen v. Ciba-Geigy Corp., 78 F.3d 316, 318 (7'" Cir.1996)). Regardless of the
specific factors at issue, the purpose of the Daubert inquiry is dways “to make
certain that an expert, whether basng testimony upon professond <udies or
persona experience, employs in the courtroom the same level of intelectual
rigor that characterizes the practice of an expert in the relevant fidd.” Kumho
Tire, 526 U.S. at 152, 119 S.Ct. 1167.

Dodge v. Cotter Corp., 328 F.3d 1212, 1222-23 (10" Cir. 2003).

Dodge, like Daubert and other cases cited in the above-quoted excerpt, concerned
geatific evidence, which rdies upon the sdentific methods and should be objectively
testable. Experts in disciplines that require the use of professond judgment are less likey

candidates for excluson because chdlemges may be ultimatdy viewed as maters in which
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reasonable experts may differ in exercisng ther judgment as to the appropriate methodology

to employ or the appropriate varidble to plug into a cdculation. See, e.q., Joy Recovery

Technology, 286 B.R. a 70 (“[a]ccounting is not an exact science.  Accountants are therefore
required to make judgments about how to communicate finendd informaion A Daubert
hearing is not the time to fuly test the vdidity of those assumptions”). Such matters may be
and should be explored and highlighted through cross-examination of the expert and
presentation of contrary evidence, not at the prdiminay admisshility stage. In non-scientific
disciplines, assuming that the opinion addresses a factua issue of consequence to the legd
regime underlying a clam or defense® where the use of professiona judgment may produce
a broad range of acceptable opinions, so long as the expert possesses at least one of the
qudifying datributes liged in Rule 702 (specidized knowledge, skill, education, experience
or traning), has employed a methodology recognized in the professon or by the courts, and

can ideify the source of the facts and daa underlying the opinion (demondrating a

’Relevant evidence is “evidence having any tendency to make the existence of any fact
that is of consequence to the determination of the action more probable or less probable than
it would be without the evidence” Fed. R. Evid. 401. “Although relevant, evidence may be
excluded if its probative vdue is subgantidly outweighed by the danger of unfar pregudice,
confuson of the issues, or mideading the jury, or by consderations of undue delay, waste of
time, or needless presentation of cumulative evidence” Fed. R. Evid. 403.

An expert’'s opinion is not rdevant if it does not fit the facts or legd theory of the case
In General Electric Co. v. Joiner, for ingtance, the Supreme Court affirmed the trial court’s
excluson of an expet's opinion that furans and dioxins caused lung cancer as irrelevant
because there was no evidence that the plaintiff was exposed to furans and dioxins, thus, the
opinion did not address a fact tha was “of consequence to the determination of the action.”
Id., 522 U.S. 136, 151-52 (1997) (J. Stevens concurrence). However, “if the evidence raised
a genuine isue of fact on the question of [the plaintiff’s] exposure to furans and dioxins, . . .
then this bass for the ruling on admissibility [relevance] was erroneous.” 1d. at 152.

7
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connection of the opinion to the facts of the case), a probing cross-examination and
presentation of opposng experts and evidence will pemit the fact-finder to judge the
soundness of the expert’s judgment, as well as the expert’'s credibility and potentid bias, in
order to assess how much weght to accord the expert’s opinion. Even unpersuasive expert
tetimony is admissble if it is rdevant (i.e, it will assist the fact-finder in resolving a disputed
factud issue) and is a product of a reasonable and reliable methodology.® See Joy Recovery
Technology, 286 B.R. a 70 (as is often the case, duding experts will assst the trier of fact in
fuly undersanding an issue; thus, it is not the function of a Daubert hearing to exclude an
expert merely because her conclusion ultimately may be regjected).

A Daubert/Kumho inquiry focuses upon the soundness of the theory espoused by the

expert— is it novel or unorthodox? is it testable? do other practitioners in the discpline
subscribe to it? have courts blessed it as an appropriate method? is the theory or method
germane or suitable for application to the facts of the case? The inquiry should not focus on
the choice of facts or assumptions the expert gpplies to the theory, although assumptions must

have some reasonable evidentiary foundetion. See, eq., Boucher v. U.S. Suzuki Motor Corp.,

73 F.3d 18, 21 (2d Cir. 1996) (“Although expert testimony should be excluded if it is
Speculative or conjectura, . . . or if it is based on assumptions that are ‘so unredlistic and

contradictory as to suggest bad fath’ or to be in essence an ‘apples and oranges comparison,’

3Indeed, in valuing assets and debts for the purpose of determining solvency, a court may
adopt dl, some or nore of the discrete components of either party’s expert’'s analyss, making
findngs as appropriate based upon the evidentiary foundation presented. See, eq., WRT
Creditors Liquidation Trust v. WRT Bankruptcy Liquidation Master File Defendants (In re
WRT Energy Corp.), 282 B.R. 343, 369-70 (Bankr. W.D. La. 2001).

8



Case 03-00008-R  Document 272  Filed in USBC ND/OK on 09/14/2005 Page 9 of 64

. other contentions that the assumptions are unfounded ‘go to the weight, not the
admisshility of the testimony’”) (ctations omitted). Further “[g]lthough an expert opinion
mugt be based on ‘facts which enable [the expert] to express a reasonably accurate conclusion
as opposed to conjecture or speculation, . . . absolute certainty is not required.’” Gomez V.

Martin Marietta Corp., 50 F.3d 1511, 1519 (10" Cir. 1995), quoting Jones v. Otis Elevator

Co., 861 F.2d 655, 662 (11" Cir. 1988). “[W]eaknesses in the data upon which [an expert]

relied go to the weight the jury should have given her opinions” Gomez, 50 F.3d at 1519,

citing Werth v. Makita Elec. Works, Ltd., 950 F.2d 643, 654 (10" Cir. 1991)(other citations

omitted). The fundamentd purpose of conducting a trid is to adlow opposng paties an
opportunity to convince the fact-finder to accept thar verson of disputed facts, thus, one
party’s expert will likdy assume a set of facts that the other party vehemently disputes. An
expert’'s assumption of certain facts to the excluson of others does not necessarily render the
expert’ s opinion unreligble.

A. Qudificaions

The Court eadly concludes that Ms. Eggleston is eminently qudified to value CFS's and
NGU’s assats and liabilities and to congtruct cash flow anadyses in order to render expert
opinions regarding the solvency of CFS and NGU based upon those vauations and andyses.
Ms. Eggleston, a vice president of InteCap, Inc., an economic, vauation and strategy consulting
firm, is a certified public accountant and certified fraud examiner with an accreditation in
busness vauation from the American Inditute of Certified Public Accountants (“AICPA”).

Egoleston Affidavit, Pantiffs Exhibit (*PX”) 415, at 7 1, 14-18. She has over twenty-five
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years of busness conalting experience, as well as dgnificant experience restructuring
troubled companies, peforming vauations and assessng solvency. She is president-elect and
a board member of the Houston chapter of the Turnaround Management Asociation. 1d.  She
has published articles and book chapters and has been invited to speak at nationa conferences
on the subjects of busness vauation, asset vduation, insolvency anayss, and busness
redructuring. 1d. at 91 19-20. Ms. Eggleston has been retained as an expert in bankruptcy and
avil litigation matters to opine on methodology, solvency, vdudion, damages, and other
matters amilar to the issues in this proceeding. 1d. at §f 21-28. Ms Eggleston is recognized
in her professona community as a vaduation expert with special expertise in bankruptcy; she
estimates that she has performed fifty to one-hundred, or more, valuations and rendered at least
fifteen solvency opinions.

Chase agues that Ms Eggleson’'s opinions implicate numerous subsdiary
determinations that she is unqudified to make, such as predicting CFS's future personnel
requirements, edimeting its future expenditures, dlocaing resources to the collection aspect
of CFS's operations, etc. Chase dates such determinations would “require a deep familiarity
with CFS's busness or a least with the debt collection and debt buying industries to be
relidble” Motion a 13. The Court finds, however, that Ms. Egglestorf was uniqudy Situated

to obtan a comprehensve familiarity with the relevant facts concerning CFS's and NGU's

“The Court recognizes that Ms. Eggleston’s opinions rely in pat on the work of other
members or daff of InteCap, Inc., that was performed under her supervision. Consequently,
the Court’'s references to Ms. Eggleston’s research, review and anadlyss should be interpreted
to tacitly include activities performed by others at her request, direction and control.

10
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operations and financid condition during the relevant time periods due to her employment as
conaultant and finencd advisor to CFS's Offica Committee of Unsecured Creditors and her
previous employment by CFS as a consultant and expert witness in the CFS bankruptcy case
and in related adversary proceedings. She has also reviewed and analyzed, for severa purposes,
documents produced by various parties through discovery in the CFS and NGU bankruptcy
cases and related adversary proceedings, induding key memos, operationd and financid
documents, contracts®, appraisas, and industry andyses. She has garnered knowledge of the

chronology of CFS's ascendance and decling, the interrelationship between and among key

°Chase contends that Ms. Eggleston lacks the legal expertise to interpret contracts and
therefore is not qudified to asdgn vaues to CFS's and NGU’s contractual assets and
licbilittes Motion at 14. Ms. Eggleston consulted with CFS's generd counsdl to confirm her
understanding of the terms of the contracts, however. In addition, accountants and appraisers
routindy review and assess contracts in order to account for intangible assets and contingent
or accrued lidbiliies Ms. Eggleston tegtified that it is customary for non-lawyer accountants
and vauation professorals to evaluate contracts to determine their financial consequences to
a busness entity going forward or upon default, and that she frequently reviewed and assessed
contracts for various purposes in her practice. Thus, she possesses the requisite skill and
education to assess a contract from a busness perspective and draw rdevant financid
conclusons from its terms based upon experience. An expert need not be a lawyer to draw
fineandd (as opposed to legd) condudons from a legd document. See, eq., Smith v.
Ingersoll-Rand Co., 214 F.3d 1235, 1246 (10" Cir. 2000) (it was not error to permit a
forendc economigt to tedtify as to his opinion of the meaning of the legd term “hedonic
damages,” there is “no per se bar on any expert testimony which happens to touch on the law;”
“[e]xpert testimony on lega issues crosses the line between the permissble and impermissble
when it ‘atempt[s] to define the lega parameters within which the jury must exercise its fact-
finding function’” (citations omitted)).

Chase, of course, shdl be free to chdlenge Ms. Eggleston’s interpretation of contract
teems and her concdusions based thereon through cross-examination or with contrary evidence
a trid. Further, because the tria in this case will be to the bench, the Court is well equipped
to asess the accuracy of Ms. Eggleston’s understanding of the lega consequences arising
under the contracts and whether the contract terms actudly do support the vaues she places
on liabilities flowing from such contracts.

11
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events in CFS's and NGU's exigence, and CFS's role in the collections industry. Ms.
Eggleston interviewed key CFS personnd, attended hearings, reviewed transcripts of
depositions taken in this case and in related proceedings, and generdly accrued a wedth of
relevant information from her long term observation of the multifaceted CFS and NGU
proceedings. Eggleston Affidavit, PX 415, at 1 29-52° In addition to relying upon her
extensve professond experience, Ms. Eggleston dso consulted and relied on authoritative
textsin the vauation field.

The Court concludes that Ms. Eggleston has the specialized knowledge, skill, practical
experience, traning, and education necessary to undertake the complex process inherent in
rendering solvency opinions in this case, and that opinions of persons with such speciaized
knowledge are likdy to assst the Court in finding facts necessary to resolve contested issues

in this proceeding. The Court further finds and concludes that Ms. Eggleston’s access to

®Chase fdsdy dams that Ms. Eggleston’'s opinions are based exclusively upon
information provided by CFS generd counsd Caroline Benediktson (who Chase contends is
“an attorney whose experience while at CFS was completdy incongstent with many of the
opinions Ms. Eggleston now offers’), and that her “wholesale reliance” on one “biased” source
“is bads done to find her testimony unrdigble” Supplemental Motion a 3, 4. As is
demongrated by the ligs of documents and sources appended to her expert reports, Ms.
Eggleston reviewed thousands of boxes of documents containing CFS's and NGU’s business
and financdd records, culing out for particular reliance documents reflecting circumstances
reasonably contemporaneous with the vauation dates, and reviewed testimony given and
documents produced by CFS's employees, lawyers, accountants, advisors, bankers, and other
professonds, before offeing her opinions on CFS's and NGU’'s solvency. There is no
evidence that Ms. Eggleston smply repackaged information and opinions fed to her by Ms.
Benediktson.

In addition, Chase ignores the frequent and substantial contacts between CFS senior
accountant Lana Ortwein and Ms. Eggleston’s daff. Depogtion Testimony of Lana Ortwelin,
Plaintiffs Transcript Binder, Tab 10, at 44-47, 57-62, 70.

12
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information relevant to the issues in this proceeding spanned many years, that Ms. Eggleston
exploited such access to the fullex extet in pursuit of her assigned task of rendering an
informed opinion on solvency, and tha Chase's criticism of her due diligence is unfounded.

B. Methodology

1 Survey of valuation approaches and basis for choosing asset
approach

The Bankruptcy Code defines “insolvent” as a “financid condition such that the sum of
such entity’s debts is greater than dl of such entity’s property, at a fair valuation.” 11 U.S.C.
§ 101(32)(A). Consequently, it is necessary to create a “baance sheet” of an entity’s assets
and licbilities as of a rdevant point in time in order to determine solvency in the sense
contemplated by the Bankruptcy Code. In assessing the “fair vauaion” of CFS's and NGU's
property and debts, Ms. Eggleston chose to treat CFS and NGU as going concern entities rather
than liquidating entities. Chase does not dispute that prong of Ms. Eggleston’s analysis.’

Chase does contend that Ms. Eggleson faled to judify the particular valuation
approach or method she utilized in goplying the balance sheet test in support of her opinion that

CFS and NGU were insolvent, however. Motion a 35. “Professona judgment must be used

"Ms. Eggleson peformed a liquidation andyss in addition to an andysis of CFS and
NGU going concerns in response to Chase's argument that she did not congder dterndive
finencd drategies available to CFS and NGU. Ms. Eggleston concluded that CFS and NGU
were adso inolvent on the rdevant dates if thar assets and debts were valued under a
liquidation scenario. While Chase seeks to exclude the liquidation anadlysis as taken under the
wrong premise, vauaion of CFS and NGU based on an dtendive premise may be of
assigtance to the Court if the Court were to determine, based on the facts established at trid,
that CFS and NGU should have considered liquidation as an option as of the valuation dates.

13
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to sdect the approach(es) and the method(s) that best indicate the vaue of the busness
interest.” NACVA [Nationd Asxociation of Certified Vauation Andyss] Professond
Standards, PX 419, T 3.6. “The approachesmethods used within a given assgnment are a
matter that must be determined by the business appraiser’s professonal judgment. The task
is generdly decided through consideration of the agpproaches/methods that are conceptualy
most appropriate and those for which the most reliable data is available” Business Appraisa
Standards promulgated by The Inditute of Busness Appraisers, Inc. (Publication P-311c)
(2001), Defendants Exhibit (“DX”) 484, a § 1.16. “No dngle vduation method is universaly
goplicable to dl appraisal purposes. The context in which the appraisa is to be used is a
criticd factor.” S. PRATT, R. REILLY & R. SCHWEIHS, VALUING A BUSINESS - THE ANALYSIS
AND APPRAISAL OF CLOSELY HELD COMPANIES (4™ ed. 2000) (“Pratt”), PX 396, at 27.

There is no precise guiddine or quanttitative formula for sdlecting which

approach or approaches are most applicable in a given stuation. . . . [Clommon

factors to be consdered by the andyst when sdecting among dternative

va uation approaches [include] —

1. The quantity and qudity of the available financial and
operationa data.

2. The degree of the andyst’s access to the available
financid and operationd data.

3. The supply of industry private sde transactional data.

4, The supply of industry publicly traded company data.

5. The type of business, nature of business assets, and type of
industry subject to vauation.

6. The nature of the business interest subject to vauation.

7. Statutory, judicid, and adminidirative congderations.

8. The informationa needs of the vauation audience,

9. The purpose and objective of the vauation.

10. The professional judgment, technical expertise and
experienced common sense of the analyst.
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Pratt, PX 396, a 439. Because the choice of approach is a matter of professona judgment
upon which reasonable experts can differ, Ms. Eggleson’'s decison to use a paticular
gpproach to the excluson of others, standing adone, does not render her opinion unrdiable.

In its Motion, Chase argues that Ms. Eggleston faled “to a least consder the use of the
income method or the market method to value CFS.” Motion at 35. In her affidavit and at the
hearing, however, Ms. Eggleston tedtified that she did in fact consder al vauation approaches
(i.e., income (discounted cash flow) agpproach, market or comparable sdes approach, and asset
approach) and gave explandions for rgecting the income and market approaches in favor of
an adjusted net asset value gpproach. Eggleston Affidavit, PX 415, at ] 62.

Ms. Eggleston rejected the market approach due to the absence of sales of comparable
companies during the relevant time period, citing documentary evidence to support her
concluson. See Emnng & Young LLP Report: Far Market Vdue of Commercid Financid
Services, Inc. and Related Entities as of October 28, 1996 (“E&Y Report”), PX 48, at 14470,
14474, 14478 (“no other companies have performed dl the steps of purchasing, securitizing,
and servicing non-performing credit card loans,” “[o]ur research . . . found no publicly traded
companies that are subgtantidly gmilar to CFS,” “none [of nine potentid guideline companies]
is truly comparable to CFS’); Depodtion of David Schiff, PX 65 (outlining the unique qualities
of CFS); Arthur Andersen Client Operations Profile of CFS, PX 417 (indicates no key

competitors as of December 1996).2

8Chase contends that Ms. Eggleston ignored a 1998 Goldman Sachs evauation (which
identified “peers’ of CFS and their share prices). See Goldman Sechs Commercid Financid
Services, Inc. Discusson Maerids dated September 25, 1998, DX 268. Significantly, the
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Ms. Eggleston rejected the income approach because CFS's financid statements and
internd  projections indicated that its negative cash flows would continue unless CFS
maintained its current levd of securitization activity, which she deemed unsugtainable, citing
an evidentiary foundation for these concdusons. See Eggleston Affidavit, PX 415, at § 62;
Temple-Batmann Memo dated January 2, 1997, PX 42; comparison of Summary of Cash
Hows, May 1, 1995 to Augug 31, 1996, PX 43, to Summary of Cash Flows through December
31, 1996, PX 44 (indicating decreasng cash bdances during period); Chase Asset
Securitization Discusson dated May 1997, PX 208 (recognizing that CFS's “overdl expenses
greatly exceed savicng income and require excess securitizetion proceeds for funding. . . .
Didributions, expense or capitd spending in excess of resources, or lack of new
securitizetions  with  sufficient excess proceeds could preclude avalable funds for CFS
operations.”). Ms. Eggleston explained that under the income approach, negative cash flows
create a negaive enterprise vdue. Therefore, the income approach would aso support a
concluson that CFS was insolvent, but Ms. Eggleston considered the income approach to be

a less conservative gpproach than the asset gpproach, and she believed that adopting the income

gpproach would have subjected her opinion to criticism for “overgtating the insolvency.”

Goldman Sachs materids did not identify the sales of any business entities comparable to
CFS. Because Ms Eggleston’'s assumptions have evidentiary support, the existence of
potentidly contrary evidence does not undermine the reliability of Ms. Eggleston’s
methodology, but rather provides fodder for fact-finding at tria. See, eg., Technology Corp.
Liquidation Trugt v. Chang (In re Joy Recovery Technology Corp.), 286 B.R. 54, 72 (Bankr.
N.D. Ill. 2002) (dlegations that the expert faled to consider contrary evidence “are best suited
for cross-examination”).
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Consequently, Ms. Eggleston chose to utilize the adjusted net asset vaue approach.®
In light of evidence that CFS's non-securitization revenues could not finance its existing
obligation to provide collection services and was therefore likely to continue to generate
losses, Ms. Eggleston cited authoritetive and non-authoritative texts supporting the use of the
adjusted net assets method in such a case, including R. GREEN, BUSINESS VALUATIONS,
FUNDAMENTALS, TECHNIQUES AND THEORY (NACVA 1998), PX 407, at 2 (“the Adjusted Net
Assets Method . . . is a good method for esimating the vdue of a busness which is continuing
to generate losses, or which is to be liquidated’); G. NEWTON, P. SHIELDS, J. HART, BUSINESS
VALUATION IN BANKRUPTCY - A NONAUTHORITATIVE GUIDE (AICAP 2002), PX 416, at 10
(the “asset-based approach usudly works best with companies that have the following
characteridtics . . . future viability of the company is doubtful”).X°

The choice of a vduation approach conditutes the exercise of professond judgment,

which may be evauated at trial in assessng the weight to accord the testimony based thereon.

*Ms. Egdeston likewise considered all three approaches before settling on the asset
approach to evauae NGU’s solvency. She tedtified that the market approach was not feasible
because NGU was a specid purpose corporation lacking any operating component, that it was
subject to congderable redrictions in its charter rendering it usdess to a prospective
purchaser, and that there existed no comparable transactions in the market on which to base a
market comparable vauation. She aso rgected the income approach because NGU suffered
condgent losses over its lifdime its income conssted of collections on accounts parked in
NGU for the short period between acquisition and securitization of those accounts.

WArticles cited by Chase dso support the choice of the asset approach in this case. See
Margolin, Winer & Evens LLP Newdetter, Viewpoint on Vaue (September/October 2004),
Exhibit B-14 to Motion, a 4 (“usudly reserved for asst-intensve companies with little
intangible vdue . . . , the asset-based approach becomes increesngly important for valuing
distressed companies, regardless of the nature of their operations.”).
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Chase contends that usng the asset gpproach is an ingpposte method for evauating the
solvency of CFS and NGU because the asset approach is incondstent with the premise of
vauing the entities as going concerns.  Motion a 27, n.18. The authors of the Pratt treatise,
however, diginctly dismiss this notion.

The use of the asset-based approach should not be confused with the selection
of the appropriate premise of vadue [i.e, liquidation or going concern] for the
subject business vauation. Some andysts mistakenly confuse the use of the
asset-based gpproach with a liquidation premise of vaue (or with a liquidation
vaue). Rather, the asset-based approach can be used with al premises of vaue
— induding (1) vadue in use as a going concern business enterprise and (2) vaue
in exchange as part of a forced or orderly liquidation. The asset-based approach
focuses on the vdue of the enterprises component assets, properties, and
business units The use of the asset-based approach does not dictate the premise
of vadue that should be gpplied to the enterprise’'s component assets, properties,
and business units.

Pratt, PX 396, at 47." As Paintiffs point out, the asset approach coincides neatly with the
“balance sheet tet” for insolvency envisioned by the Bankruptcy Code and cases interpreting

it. Response to Motion at 26. See, eg., In re Taxman Clothing Co., 905 F.2d 166, 169-70 (7*"

Cir. 1990).
Chase quibbles with dmost every step of Ms. Eggleston’s application of the asset
approach in rendering her solvency opinions. The Court will address each eement of Chase's

chdlenge to Ms. Eggleston’'s methodology, keeping in mind that an analyss is not unreiable

“Condgent with Pratt’s admonition that “[t]he use of the asset-based approach does not
dictate the premise of vadue that should be applied to the enterprise’'s component assets,” Pratt,
PX 396, a 47, Ms. Eggleston separately evauated the various approaches for the purpose of
edablishing a value for each component asset and liability stated on her adjusted balance sheet.
For ingtance, for contractual liabilities that were not otherwise factored into the vaue of other
assets or lighilities, she utilized the income (discounted cash flow) gpproach.
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amply because one can enison a contray concluson if different methodologicd paths are

taken or dterndive assumptions are made. See, eq., Berlyn, Inc. v. Gazette Newspapers, Inc.,

214 F. Supp. 2d 530, 540-41 (D. Md. 2002). Indeed, there is no single method for assessing
solvency or assgning a vadue to assets and liahilities for the purpose of determining solvency.
The Tenth Circuit Court of Appeds has dated that “the matrix within which questions of
solvency and vauation exig in bankruptcy demands that there be no rigid approach taken to the
subject. Because the vaue of property varies with time and circumstances, the finder of fact
must be free to arrive a the ‘fair valuation' defined in 8 101(26) [now 8§ 101(32)] by the most

appropriate means.” Porter v. Yukon Nat'l Bank, 866 F.2d 355, 357 (10" Cir. 1989). See dso

Helig-Meyers Co. v. Wachovia Bank, N.A. (In re Hellig-Meyers Co.), 319 B.R. 447, 468

(Bankr. ED. Va 2004), affd 328 B.R. 471 (ED. Va 2005) (court gpplied a “totality of
circumstances’ test, conddering and weighing the debtor's operations and financid dtuation
(i.e., debtor's history of income or loss, reported net worth, market conditions, liquidity, and
avalability of finandng sources) in addition to the adjusted balance sheet, to determine the
debtor’s solvency; “[alny agppropriate means may be used to prove insolvency, and the court has
broad discretion when consdering evidence to support a finding of insolvency” (quotations and
citations omitted)).
2. Valuation of future liabilities

Chase contends that “future contractua obligations — under the servicing, forward flow,

and lease agreements— are [not] ‘debts within the meaning of the gpplicable statutes, [because]

Fantiffs were not legdly bound to pay them as of the valuation dates” Motion a 17. Chase
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cites the Bankruptcy Code and Oklahoma Uniform Fraudulent Transfer Act definitions of
“debt” and “dam” in support of its argument that future obligations under contracts are not
debts. However, the Bankruptcy Code and the Oklahoma Uniform Fraudulent Transfer Act
define “debt” as a “liadility on a dam,” 11 U.S.C. § 101(12); 24 O.S. 8 113(5), and “clam” is
defined as a “right to payment, whether or not [such] right is reduced to judgment, liquidated,
unliquidated, fixed, contingent, matured, unmatured, disputed, undisputed, legd, equitable,
secured or unsecured.” 11 U.S.C. 8 101(5)(A); 24 O.S. 8§ 113(3). Under these definitions, a
rnght to payment under an enforcable contract is a debt, even if it is “unliquidated,”
“contingent,” “unmatured,” and/or “disputed.” The statutory definitions do not support Chase's
postion that the discounted present vdue of future financd obligations under contracts do not
conditute “debts’ for the purpose of assessng solvency under the adjusted net assets

approach.’? In any event, the assets and ligbilities to which Ms. Eggleston must assign a value

2Chase cites Berngein v. RIJL Leasing (In re White River Corp.), 799 F.2d 631 (10"
Cir. 1986), for the unremarkable proposition that a “‘debt is incurred when a debtor first
becomes legdly bound to pay.” Motion a 17, quoting Berngtein, 799 F.2d at 632. In
Benden, it was necessary to determine when a debt for a monthly rent installment “was
incurred” for the purpose of determining whether that particular payment was preferential
under the since-amended scheme of shdtering transfers made “not later than 45 days after such
debt was incurred.” Berndein provides no guidance whatsoever to vduing ligdiliies on a
balance sheet for the purpose of determining solvency.

Likewise, the case of Jones v. Rowland, 457 F.2d 44 (10" Cir. 1972), cited by Chase
in its Response to Supplementd Points, does not compel the Court to disregard future
contractud lidbilities in peforming a solvency andyss  In Jones, the court refused to
condder as an asset the debtor's potentid future fees from “anticipated contracts’ that were
“contingent on public fundings’ and under which no services had been rendered. 1d. a 45. The
Tenth Circuit held that the debtor’'s rights under the contracts were not sufficiently certain to
ascribe any vdue to the contracts.  1d. a 45-46. The court did not hold that future rights under
exiding enforceable contracts could never have vaue, nor did the court address whether, when
vauing assets and liadilities on a going concern bass, the cost of a debtor's continuing
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are not equivdent to “clams’ againgt the edtate, a didtinction that Chase gppears to ignore’®
The vduation treatise endorsed as authoritative by both CFS and Chase supports Ms.
Eggleston’s view that the future financid consequences of contracts must be included as assets

or lighlities when comparing assets and liabilities for the purpose of vauing a going concern.

obligation to perform under exiding enforceable unfavorable contracts should be considered
or ignored.

BFor ingance, in its Response to Supplemental Points, Chase argues that “unbreached
future contractud obligations do not gve rise to ‘debts or ‘dams under the Bankruptcy
Code”citing cases concerning the treatment of contractual clams for the purpose of allowing
the claim against the estate or determining the extent to which the claim is discharged, and
cases concerning the treatment of clams againg the edtate arisng from the assumption or
rejection of executory contracts 1d. a 2. These cases do not purport to define “debt” or
“dam” for the purpose of badancing assats and liabilities to determine the insolvency eement
of a fraudulent transfer clam. Instead, they apply the rule that clams arising under executory
contracts mugt be divided into pre-petition and post-petition parts-only the part due as of the
petition date is a dam unles the contract is rgected, a which time the financial
consequences of dl obligaions under the contract (past and future) are treated as a pre-
petition dam.  This scheme of isolating pre-petition debts from post-petition debts to
determine which part of contractua dams may be paid from the bankruptcy estate and which
part may be discharged by virtue of the bankruptcy is irrdevant to assigning a value, as of a
point prior to the bankruptcy, to contractua assets and ligbilities in order to determine the
debtor’ s solvency as of that pre-petition date.

Chase’'s falure to diginguish between clams dlowable againgt the bankruptcy edtate
and liadilities recognizable on a solvency baance sheet dso undermines its argument that
CFS's savicing lidbility mugt be vaued a the amount of damages for which CFS could be
ligdble under New York law. Response to Supplemental Points at 3. First, Chase's contention
that “[dtate law generdly governs the existence and Sze of bankruptcy dams,” id., improperly
equates ligbilittes on a baance sheet with dams against the bankruptcy estate. Moreover,
meaauring the sarvicng lidbility based upon damages presumes a breach of the Servicing
Agreements.  Ms. Eggleston did not assume that CFS breached the agreements, rather,
condgtent with the going concern premise that both Chase and CFS deem appropriate in this
case, e assumed that CFS continued to peform savicing activities pursuant to the
agreements.  What New York law deems a proper remedy for a breach of the Servicing
Agreements is irrdevant to the impact of CFS's expected continued performance of the
Servicing Agreements on CFS s enterprise value as of the valuation date.
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S. PRATT, R REILLY & R. SCHWEIHS, VALUING A BUSINESS - THE ANALY SISAND APPRAISAL
OF CLOSELY HELD COMPANIES, 4" ed., PX 396. Under the heading “Contractua Agreements
and Obligations,” Pratt states—

There are a vaiety of other contractud commitments (e.g., leases, loans,

franchise agreements, distributor agreements, customer contracts, etc.) that can

have a dggnificant impact on the vaue of a particular busness interest. The lig

of potentia contractual commitments is nearly infinite. . . . Some of the factors

that should be andyzed are the time period of gpecific rights of ownership,

restrictive covenants, trandferability of commitments, favorable or unfavorable

rates rddive to rates avaldble as of the vauation date, renewal options,

persona guarantees, and the pendties that the company could suffer for lack of

performance under these commitments.
Pratt, PX 396, a 69. Prat aso explains that when applying an asset-based gpproach in vauing
a business, “dl of the assets of the busness are identified and listed on the balance sheet (note:
this baance sheet is not the cost-based balance sheet that is prepared in accordance with
generdly accepted accounting principles), and all of the business's liabilities are brought
to current value as of the valuation date” 1d. at 47 (emphasis added). Pratt provides the
following example:  “[l]f the company had a 6 percent bond outstanding due in 10 years, and
the current market rate for a comparaive bond was 8 percent, the bond would be revaued
downward on the lidility Ssde of the balance sheet to a vaue equivaent of an 8 percent, yield
to maturity bond, unless it was contemplated that the bond would be paid before maturity.”
Id. a 47. Further, “[t]he use of the asset-based gpproach does not dictate the premise of vaue

that should be applied to the enterprise’'s component assets, properties, and business units”

Id. Thus it is entirdy appropriate for a particular component ligbility, such as financid
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obligations flowing from a lease or contract, to be vaued under the income (discounted cash
flows) approach.

In connection with placing a component value on a lease, the authors of J. FISHMAN, S.
PRATT, J. GRIFFITH, PPC’S GUIDE TO BUSINESS VALUATIONS, Val. 2 (15" ed. 2005) state that
a lease may be listed as an asset “if the company has a favorable leasing arrangement for
fadlies or equipment, assuming the lease can be assgned. The generd method for
determining leasehold vdue is to compute the present vdue of the difference between the
lease payments under the lease and a market lease payment over the remaning term of the
lease agreement.” Id., PX 408, a § 702.7. On the other hand, unfavorable long term leases
should be considered a liaality, and “[i]f the consultant can reasonably estimate the amount the
company is likdy to pay to settle such liddlities, that amount generally should be accrued,
evenif itisa thelow end of therange” 1d. at § 702.8.

Further authority for cdculaing the vdue of leasehold interests as assets or lidbilities
is found in G. R. TRUGMAN, UNDERSTANDING BUSINESS VALUATION (AICPA 2d ed.), which
states that the “far market vdue of the lease is usudly determined as the discounted present
vaue of the future benefits to the lessee.  This is the difference between the market rent and
the actua rent being paid. An unfavorable lease could be a liability for the company, and if it
is not treated in that manner, it will affect profitability and make the company worth less” 1d.,
PX 410, at 262.

In WORKOUTS & TURNAROUNDS I, GLOBAL RESTRUCTURING STRATEGIES FOR THE

NEXT CENTURY, INSIGHTSFROM LEADING AUTHORITIES IN THE FIELD (D. DiNapoali, ed. 1999)
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(“Workouts & Turnarounds 11”), in outlining a method for determining insolvency, which it
describes as a condition in which “an entity’s assets are exceeded by its ligbilities a a far
vauation,” the authors suggest that the andys “[dletermine the vdue of the entity’s liabilities,
adjuding, as appropriate, certan obligations, such as leases, deferred revenue, and deferred tax
ligbilities” 1d., PX 409, a 357. Long term lidbilities that should be vaued in a solvency
andyss indude “unfavorable purchase commitments reduced to probable and edimable future
obligations.” Id., PX 409, a 366. “Unfavorable purchase commitments may represent . . .
unfavorable supply or service contracts, or other contractual obligations estimated to gve rise
to future losses and liadlities (in the form of ether payments or performance obligations).
Any resultant ligoliies should be computed based on andyss of the terms of such
commitments (e.g., contracts, purchase orders) and a comparison of edimated cash inflows
. and edtimated cash outflows due under the specific commitments” Id. (empheds added).
Fndly, with respect to induding as a ligbility CFS's obligation to perform under
vaious savicng agreements (“sarvicing liadlity”), Ms. Eggleston consdered FINANCIAL
ACCOUNTING STATEMENT 125, ACCOUNTING FOR TRANSFERS AND SERVICING OF FINANCIAL
ASSETS AND EXTINGUISHMENT OF LIABILITIES (“FAS 125"), PX 330 (effective for transfers
and sarvicng after December 31, 1996, and thus effective during periods for which solvency
is a issue in this case). In Appendix D to FAS 125, the authors define “servicing liability” as
“[a contract to service finanda assets under which the estimated future revenues from <tated
savicdng fees, late charges, and other ancillay revenues are not expected to adequately

compensate the servicer for performing the servicing.” In paragraph 110 of Appendix B of
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FAS 125, the authors quote “Concepts Statement 6 as follows “Liabilities [arisng from
financid assets] are probable future sacrifices of economic  bendfits aisng from present
obligations of a particular entity to ... provide services to other entities in the future as
a result of past transactions or events”  Accounting principles adopted by Financid
Accounting Standards Board require the recognition of a liadlity when edtimated future
revenues recaeived under a contract to service financiad assets are not expected to adequately
compensate the servicer for the future servicing activities required by the contract.’*  Although

the lav does not require compliance with generdly accepted accounting principles in

1CFS's Chief Financid Officer understood that CFS's sarvicing activities resulted in
a savicng liaoility thet should be reflected on financid datements. Depostion Testimony
of Mike Temple, Pantiffs Transcript Binder, Tab 4, April 14, 2003 transcript at 76; April 15,
2003 transcript at 357-58; November 18, 2003 transcript at 50-55. CFS aso presented
evidence that other companies that service finandd assets report “servicing liddlities” on
finendd disclosures filed with the Securities and Exchange Commisson. See MCM Capital
Group Inc. Form 10K for FYE 12/31/01, PX 197, at ICl 14510-12; Charming Shoppes, Inc.
Form 10K for FYE 1/31/04, PX 198, at ICl 14520 and 14523; Conseco, Inc. (as DIP) Form
10K for FYE 12/31/02, PX 199, at ICl 14530; AutoNation, Inc. Form 10K for FYE 12/31/03,
PX 200, at ICl 14534.

As evidence that CFS's contractual obligation to service accounts under the Servicing
Agreements indeed condituted a liadility to CFS rather than an asset, Ms. Eggleston referred
to (1) Chase's own recognition of CFS's savicng ligbility (Commercid Financid Services,
Inc. Assat Securitization Discussion dated May 1997, PX 208, which states “overal expenses
gregtly exceed sarvicng income and require excess securitization proceeds for funding” and
“[dligributions, expense or capitd spending in excess of resources, or lack of new
securitizations  with  sufficient excess proceeds could preclude avalable funds for CFS
operations’); (2) Bankers Trust's recognition of CFS's sarvicing liability (Bankers Trust
Internal Memorandum dated November 20, 1997, PX 401, a 1, which noted Bankers Trust's
vulnerability to losses if it were cdled on to peform as backup servicer under the Servicing
Agreements because CFS reported “operating expenses (sdaries and overhead) [that] were .
. . 7.6 times the savidng revenue’); and (3) CFS's acknowledgment of its servicing liability
(Temple/Bartmann Memorandum dated January 2, 1997, PX 42 (“servicing fees not covering

operating expenses’)).
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peforming a solvency andysis,'> FAS 125 does recognize the principle that Chase disputes,
that is that the expectation of future peformance of an unfavorable servicing agreement
creates aliability that decreases the present enterprise value of abusiness.

Accordingly, the Court finds that Ms. Eggleston presented judification in valuation
literature and in accounting sandards for including as liabilities the unfavorable portion of
CFS's future lease obligaion, the unfavorable financdd consequences of CFS's future
performance obligations under its Servicing Agreements, and CFS's and NGU’s obligations
to purchase accounts under forward flow agreements exising as of the date of the vauation.
See ds0 In re Consolidated Capital Equities Corp., 157 B.R. 280, 282-83 (Bankr. N.D. Tex.
1993) (in solvency andyds, probable liability on lease of real property was added to the
balance sheet; amount of lidbility would be adjusted to account for potential sublease or
adjusted for potentid settlement with landlord (assgnment to landlord of sublease rights)
depending on circumstances, dl discounted to present vaue for purposes of baance sheet

test); Nickless v. Gaub (In re Worchester Qudity Foods, Inc.), 152 B.R. 394, 403 (Bankr. D.

Mass. 1993).%

See, e.g., Offidd Asbestos Claimants Committee v. Babcock & Wilson Co. (In re
Babcock & Wilson Co.), 274 B.R. 230, 260 and n.237 (Bankr. E.D. La. 2002), and cases cited
therein (“[r]equiring application of GAAP [generaly accepted accounting principles] would
make accountants and the board which promulgate GAAP the arbiters of insolvency
questions.”).

¥Chase cites cases from other jurisdictions in support of its daim that “future’
contractud liabilities have no place on a solvency andyss bdance sheet.  One case involved
unasserted or speculative future tort clams, which are not analogous to obligations under

exiging enforcegble contracts. See, eq., Hoffinger Indudries, Inc. v. Bunch (In _re Hoffinger
Indudtries, Inc.), 313 B.R. 812 (Bankr. E.D. Ark. 2004) (athough bankruptcy court struck
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The Court recognizes that a genuine dispute exists regarding the vaue that should be
assgned to liddilities arigng from these contracts, if any. The Court concludes, however, that

assigning a vaue to a going concern’'s future contractua benefits (assets) and obligations

estimated unasserted future tort claims from balance sheet in order to determine solvency, it
retained as a liability the future cost to debtor to fully peform an exiging congruction
contract); but see Officdid Asbestos Clamants Committee v. Babcock & Wilson Co. (In re
Babcock & Wilson Co.), 274 B.R. 230, 257-59 (Bankr. E.D. La 2002) (holding that the
present vaue of probable unasserted future asbestos dams had to be balanced against assets
to deermine solvency), and Officid Committee of Asbestos Persond Injury Claimants v.
Sedled Air Corp. (In re W.R. Grace), 281 B.R. 852 (Bankr. D. Del. 2002) (same). Another
case involved ascribing a vdue of zero to an unenforceable debt. See, eq., Dery v.
Cumberland Cas. & Surety Co. (In re 5900 Associates, LLC), 317 B.R. 332 (Bankr. E.D. Mich.
2004) (rgecting as a liability a dam for chapter 11 attorney fees that had never been approved
by court). See dso WRT Creditors Liquidation Trust v. WRT Bankruptcy Liquidation Master
Fle Defendants (In re WRT Energy Corp.), 282 B.R. 343, 394-95 (Bankr. W.D. La. 2001)
(unenforcesble parol agreement or other non-binding obligetions could not be considered
ligbilitiesin solvency andyss).

In support of its contention that unfavorable contractual obligations should not be
assessed agang assets to determine solvency, Chase also relies on HeligMeyers Co. V.
Wechovia Bank, N.A. (In re Hellig-Meyers Co.), 319 B.R. 447, 467 (Bankr. E.D. Va. 2004),
aff’d 328 B.R. 471 (E.D. Va 2005), and Officdd Committee of Former Partners v. Brennan
(In re Labrum & Doak, LLP), 227 B.R. 383 (Bankr. ED. Pa. 1998). The bankruptcy court in
HeligMeyers rejected, without much andyss, a vauation expert's premise that a liability in
the amount of “the excess of debtors future lease obligaions with respect to certain
properties over those same properties market vaues’ should be incuded in the solvency
andyss. The vduation treatises supplied by Ms. Eggleston endorse such a caculation,
however. The court in Labrum & Doak dso reected the indusion of the sum of the debtor’s
entire future rent payments as a liability. Accord Eerie World Entertainment, LLC v. Bergrin,
2004 WL 2712197 a 2 n.25 (SD.N.Y.). However, Ms. Eggleston’s andysis does not include
all future lease payments but limits the amount to the present value of the short-term cost
of gpace not necessary for CFS's then-exiding servicing operaions (consgent with her
assumption that future securitizetions were not financidly prudent) and the exercise of the
ealy termination provisons of the lease.  Eggleston Affidavit, PX 415, a 1f 109-110;
Worksheet on Present Value of Lease Agreements, PX 266. The rent expense for space used
for CFS's on-going sarvicing activities was factored into the servicing liability.  Agan, Ms.
Eggleson's method for caculating a liability for the unfavorable portion of the lesse is
supported by the accounting and valuation authorities quoted in this opinion.
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(liaailities) for incluson on a bdance sheet for the purpose of andyzing solvency has support
in the rdevat literature and does not conditute a methodologica error that would preclude
admission of Ms. Eggleston’s testimony.*’

3. Consideration of alternative scenarios in valuing contractual
liabilities

Chase argues that Ms. Eggleston’s “fal[urg] to consder common sense steps for
mitigating purported ligbilities’ renders her opinion unreliable.  Motion a 19. With respect
to her caculaion of liddlities aigng from contracts, Chase contends Ms. Eggleston “assumes
goecific performance of purportedly unfavorable contracts without considering |lower-cost
options such as efficient breach, mitigation, transfer, subcontracting, and renegotiation.”

Motion a 20. While these criticisms do not concern the rdiability of Ms Eggleson's

YChase dso falts Ms Eggleson for induding as a liability certain termination
payments under some executives employment contracts. Such potential severance
obligations, payable under certain conditions that may or may not occur, are contingent
licbilites and ae properly consdered in a solvency andyss. See  WORKOUTS &
TURNAROUNDS I, PX 409, a 367 (“Contingencies may include potentid legd liabilities,
disputed claims or any other potentia increase of ligbility or impairment of an asset dependent
on the outcome of one or more future events” “lidbility equas likdihood of loss (or
settlement) multiplied by estimated amount of loss” Id., citing Xonics Photochemica. Inc.,
841 F.2d 198, 200 (7" Cir. 1988); see dso Stillwater Nat'| Bank & Trust Co. v. Kirtley (In re
Solomon), 299 B.R. 626, 639 n.55 (B.A.P. 10" Cir. 2003). “Contingent ligbilities must be
limited to costs aisng from foreseeable events that might occur while the debtor remains a
going concern.” Traveles Int'l AG v. Trans World Airlines, Inc. (In re Trans World Airlines,
Inc), 134 F.3d 188, 198 (3d Cir. 1998) (holding, in reviewing a solvency andyss, that
contingent lidbilities did not incdude potential liquidation expenses when the entity was a going
concern on date of dleged fraudulent transfer).

The vdue Ms. Eggleson assigned to the termination payment contingent ligbility (based
on her opinion as to the likdihood that the contingency would ripen into a certain liability)
may be subject to dispute, but the principle of induding contingent ligbilities on a solvency
balance sheet is not.
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methodology, but rather bear on the weight the Court might eventudly give to particular vaues
Ms. Eggleston assigned to certan licbilites Ms. Eggleston testified that she did in fact
condder options to mitigate the liabilities and chose the most economicd dterndtive that was
likely to occur.

With respect to the dlegation that she did not consder potentia sublease revenue in
asessing the lease liddlity, Ms. Eggleston listed at least eight reasons, which need not be
recounted herein, why she conddered it highly unlikdy that CFS would be able to sublease the
superfluous space. See Eggleston Affidavit, PX 415, at 1 109-10. In addition, she vdued the
lease lidbility based upon the early termination provisons of the lease rather than projecting
the cost of the unnecessary space over the full term of the lease.

Ms. Eggleston cdculated CFS's liddlity on its guaranty of its affilia€s obligaions
under the MBNA forward flow contract (PX 300) as the present value of the difference
between the price the buyer (NGU or another CFS dfiliate) would be obligated to pay to the
vendor and the vadue of the receivables it would acquire (which she estimated at eight cents on
the dollar of face vdue). Eggleston Affidavit, PX 415, a 1 112-19. Ms. Eggleston assumed
tha CFS would be cdled upon to satisfy its guaranty of the MBNA contract because she
concluded that the specid purpose dfilide that was primaily liable had no assets or
operations to generate revenue to perform under the contract in the future and that entering
into further securitizetions to generate the funds to dlow the affiliate to perform the forward

flow contract did not make economic sense.

29



Case 03-00008-R  Document 272  Filed in USBC ND/OK on 09/14/2005 Page 30 of 64

Chase argues that Ms. Eggleston should have assumed that CFS and NGU would have
terminated the forward flow contracts and negotiated with the vendors to diminate the liability
entirdy because, in fact, NGU’'s forward flow vendors did permit NGU to terminate the
contracts without ligbility after CFS and NGU filed bankruptcy two years later. For the
purpose of a solvency andyss, however, assets and liabilities must be valued based upon

information known or knowable as of the date of the chdlenged transfer. See, egqg., WRT

Creditors Liquidation Trust v. WRT Bankruptcy Liquidation Mader File Defendants (In re

WRT Energy Corp.), 282 B.R. 343, 383 (Bankr. W.D. La 2001) (writing down a performing

asset to zero on account of later events that were unanticipated and unforeseeable as of the
vauaion date was improper; “use of such hindsght is ingppropriste in determining vaue of

assets at a particular point in time’); Hellig-Meyers Co. v. Wachovia Bank, N.A. (In re Heilig-

Meyers Co.), 319 B.R. 447, 466 (Bankr. E.D. Va. 2004), aff'd 328 B.R. 471 (E.D. Va. 2005)
(rgects vdues derived from condderation of post-bankruptcy events, courts “should ignore
a dedine in vdue of the debtors liadlities in the hands of creditors resulting from creditors

post petition fears that debtors would not honor their debts’).’® The fact that forward flow

8The Tenth Circit recognizes that actuad post-transfer events may confirm a vdue that
was determined by information known or knowable at the time of the transfer, however. See
Gillmen v. Sdentific Research Products, Inc. (In re Mama D’Angelo, Inc.), 55 F.3d 552, 556
(10" Cir. 1995) (courts “may condder information originating subsequent to the tranfer date
if it tends to shed ligt on a far and accurate assessment of the assat or liability as of the
pertinent date. [quotation and citation omitted]. Thus, it is not improper hindsight for a court
to attribute current circumgtances which may be more correctly defined as current awareness
or current discovery of the existence of a previous set of [knowable] circumstances.”). Accord
Payne v. Clarendon Nat'l Ins. Co (In re Sunset Sales. Inc.), 220 B.R. 1005, 1016-17 (10" Cir.
B.A.P. 1998) (not improper use of hinddght to vaue assets (as of one year prior to petition)
by referring to price paid for assets in bankruptcy sdes and adjusting the value upward to
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vendors bdieved it was in ther best interests to cease sdling their credit card receivables to
CFSINGU and relesse CFS/NGU from ther obligations under the forward flow agreements
after CFS and NGU filed for bankruptcy protection (in exchange for CFSINGU’s release of
exdugvity provigons of the same agreements), due to the leverage CFS/NGU gained under
the Bankruptcy Code to delay performance and to eventually reect the contracts while vendors
were under pressure to sell accounts before the end of the year and while they were ill fresh,
in no way reflects the beliefs or motivations of the same vendors in 1996 and 1997. See
Egoleston Affidavit, PX 415, a f 120-22. In any event, recognizing that CFS and NGU
possessed benefits and obligations under forward flow agreements and the guaranty that could
increase or decrease the vdue a buyer might have been willing to pay for these entities as
going concerns as of the vauation dates is not methodologicaly unsound. The quantum of the
assets or liddlities arigng from the contracts is in dispute;, Ms. Eggleston has justified her
opinion by dting evidence on which she is entitled to rely, and Chase may present opposing
evidence in support of itsview &t trid.

Chase dso argues that Ms. Eggleston failed to project that CFS would implement a
tunaround plan to improve its financia podgtion.  Motion a 23. Chase contends that

“[v]duation professonas cannot merely project past performance of a troubled company into

account for depreciation of the assets between vauation date and sde date, where debtor was
deemed on its “deathbed” a the time of the tranders judifying the use of a liquidation
premise); Officid Committee of Asbestos Persond Injury Clamants v. Seded Air Corp. (In
re W.R. Grace), 281 B.R. 852, 869 (Bankr. D. Dd. 2002) (“courts may consider information
originating subsequent to the transfer date if it tends to shed light on a far and accurate
assessment of the asset or liability as of the pertinent date’).
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the future; rather, they must assess the business's ability to restructure itself and to correct its
problems going forward.” 1d.’®* However, the author of one treatise cited by Chase warns
agang cregting value out of thin ar by forecasting a restructure or turnaround, stating
“goprasas based on forecasts that depart makedly from historicad patterns are suspicious.
In particular, predictions of dramatic turnarounds should be viewed with skepticism. . . .
Consequently, if a turnaround is predicted, al of the actions necessary to produce the expected
success should be specified.” B. CORNELL, CORPORATE VALUATION — TOOLS FOR EFFECTIVE

APPRAISAL AND DECISION MAKING, Exhibit 5 to Chase' s Reply, at 126.

¥Chase bdieves Ms. Eggleston should have modeled a turnaround strategy on the 2002
efforts of Encore Capitad Group in order to pare expenses and increase revenue. Ms.
Eggleston rejected the Encore modd as incomparable to CFS because it was a smaller
enterprise, it did not rely upon securitization advances to fund its monthly operating |osses,
it recorded securitizations as financing transactions, and it was not bound by CFS's servicing
agreements or forward flow agreements.  Encore adso had acquired a rival, fired its
management team, closed one location and downsized. In CFS's case, Ms. Eggleston believed
downsizing was not an option because CFS was dready understaffed to service its existing
obligations.  Moreover, it appears that Encore, unlike CFS, possessed resdua vaue in the
accounts it securitized, dlowing Encore to eventudly earn income from securitized accounts.
Eggleston Affidavit, PX 415, a Y 196-97; Encore Form 10-K (2001), Exhibit 9 to
Supplementad Motion. Thus, it was not unreasonable for Ms. Eggleston to regect
superimposing Encore' s turnaround strategy on CFS.

Chase a0 argues that Ms. Eggleston’s methodology is flawed because she should have
considered, as a “red option,” tha CFS “could have resolved its purported financia problems
by undertaking a transaction with a partner or acquirer.” Motion at 34. An opinion based upon
one st of reasonable assumptions is not rendered unrdigble merely because reasonable
dternative assumptions might exist, however. Further, Chase's assumption that CFS was in a
position to attract an acquirer is speculative at best. In fact, CFS never did attract a partner or
acquirer, notwithstanding sustained efforts by Goldman Sachs and other investment banking
concerns.
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In her andyds Ms. Eggleston did in fact diminate non-essentid expenses, abeit the
avoidance of some expenses were not without cost. For instance, Ms. Eggleston projected the
cancdlation of dl planned lavish employee perks, such as a Bahamas cruise, a Super Bowl
cuise and a trip to Disney World, but the contract terminations generated cancellation fees
which she included as lidbilitiess Ms. Eggleson bdieved that CFS was incapable of grestly
reducing its sarvicng costs (i.e, by terminating personnd) without a corresponding loss in
savidng revenue, and her bdief that CFS dready lacked auffident collections personnel to
meet the collection gods required under exiding securitizations has some evidentiary support.
For example, Mr. Caruso tedtified that even after severely paring CFS's workforce after
bankruptcy in a “turnaround” attempt, servicing revenues ill did not cover servicing expenses.
This fact (that collection expenses exceeded revenue even after extreme cost-cutting efforts)
generated the so-cdled Interim Agreement dispute that pitted CFS's two mgor congtituencies
— the unsecured creditors (who saw the losses incurred by continuing collection operations
as eroding cash balances avaldble to pay thar dams) and the asset-backed securities holders
(whose assets were being serviced) — against each other in CFS's bankruptcy case. See, eq.,
CFS's Firs¢ Amended Disclosure Statement, PX 176, at 11424-26; Deposition Testimony of
Fred Caruso, Plantiffs Transcript Binder, Tab 1, July 18, 2003 transcript at 42-43, and  July
15, 2004 transcript at 201. See dso Bankers Trust Internd Memorandum, PX 401 (Bankers
Trus employees observed in November 1997 that “if CFS were required to reduce the
resources it employs [to collect under the sarvidng agreements] to a levd that could be

supported by the servicng fees, collections would drop like a rock” and adso recognized that
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CFS could function only because it aniticipated “advance rates’ from isuing future
Securitizations to fund its operations, and if Bankers Trust were forced to take over servicing,
it would not have the benefit of any “advance rates’ and would service a a loss because
contractual servicing fee did not remotely cover collection expenses); NCO Report, PX 418
(in evduding the state of the portfolios trandtioned to NCO after CFS ceased sarvicng, NCO
concluded that the “CFS sysem was labor intensve and [post-bankruptcy] reductions of
employees resulted in a compromise in account servicing”).

In addition to projecting a leaner collections platform as an dternative to the status quo,
Ms. Eggleton’'s hypotheticd turnaround plan aso diminated future securitizations.  Ms.
Eggleston concluded that entering into additionad securitizations, and thereby undertaking to
collect millions of dollars of additional accounts, would only increase the unfavorable gap
between collection expense and collection revenue, and for that reason, she determined not
to project into the future the past practice of financing operations through the sdes of asset-
backed securities. She consdered the cessation of future securitizations as a viable and
economicdly judifisdble dterndtive to continuing to finance operations with securization
proceeds due to the increesngly burdensome sarvicing obligations attendant to that financing
source. Although this had the effect of diminaing future securitization revenues (“advance
rates’), in Ms. Eggleston’s judgment, the vehicle under which CFS obtained short term

operating revenue generated long term obligations to service accounts at a loss, which did not
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make economic sense®® In addition, CFS had no contractua obligation to continue sponsoring
Securitizetions, and therefore hdting securitizations after December 31, 1996, did not cost
CFS anything other than the loss of future advance rates, which Ms. Eggleston believed would
not offset future sarvicdng obligaions anyway.  Although Chase does not agree with Ms.

Eggleston’s recipe for diminding expenses and semming losses, it cannot in good fath clam

Ms. Eggleston cites the following evidence to substantiate her opinion that cessing
Securitization activity was a sound turnaround dternative for CFS and that continuing
securitizetion activities only increased the sarvicing liability (degpening CFS's  insolvency):
(1) cash flow reports that showed decreased cash balances between August and December
1996 notwithstanding an infuson of securitization proceeds, indicating advance rates were not
auffident to finance operations (PX 43, 44); (2) CFS's projection that advance rates would
dedine and disappear within 2 or 3 years (eliminating the immediate benefit of operating cash
and increasing amount of loss on servicing) (E&Y Report, PX 48, at 14475); (3) CFS's Chief
Financid Officer’s opinion that long term placement of securitizations was unproven and that
CFS's heavy reliance on advance rates that might not continue suggested the need to retain cash
rather than pay off arplane debt (Vernick/Batmann Memo dated March 28, 1997, PX 49); (4)
another expert’'s opinion that if CFS had fuly disclosed its collection problems, offerings of
securitized notes would have been terminated because the notes could not have been rated or
placed (Riverway Capita Partners expert report in CFS-Related Securities Fraud Litigation
(“Riveway Report”), PX 169, a 4-5); (5) Arthur Andersen’s opinion that upon redtating the
vaue of the resdud (CFS's retained interest in the securitized receivables) to zero, the
perception by investors that CFS-sponsored securitizations were overcollateralized could
probably not be mantaned, which would thresten CFS's &hility to complete future
securitizations (Arthur Andersen Internd Memo dated October 1997, PX 290, a 5); and (6)
Harvard Busness School case study of CFS which theorized that ratings agencies would
downgrade CFS-sponsored notes if they knew that securitizations were not performing as
projected, which would have a negdive impact on future advance rates (Harvard Business
School case study, PX 242, at 9-10).
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that she ignored dternative paths and “passively perpetuat[ed] the status quo.” Motion at 23.2
4, Assumptions consistent with analyzing a going concern

Chase argues that dthough Ms. Eggleston clams to evauate the solvency of CFS and

NGU as if they were going concerns, Ms. Eggleston's “financial forecasts . . . do not present

CFS as ‘[d commercid enterprise actively engaging in busness with the expectation of

indefinite continuance’” Motion at 26, quoting In re Payless Cashways, Inc., 290 B.R. 689,

702 (Bankr. W.D. Mo. 2003). Chase contends that Ms. Eggleston’s assumption that CFS stops
gponsoring securitizations to raise capitd and continues to sarvice only the exising pools of
accounts is not consistent with the concept of a going concern. Motion at 26.

Authorities indicate that the point a which an entity must be a going concern is the date
of the chdlenged transfer. There is no requirement that a solvency anayst choose
unredigtically rosy assumptions to insure that the entity continues as a going concern into

perpetuity. The decison whether to assess an entity as a going concern is legdly binary: if

ZIChase dso argues that Ms. Eggleston is wrong to make assumptions that are “contrary
to actud events,” and that CFS did in fact sponsor securitizations, and bendfit from the advance
rates, through September 1998. Motion at 37. Chase aso contends, however, that Ms.
Eggleston had a professond duty to “assess a businesss ability to redtructure itsef and to
correct its problems going forward,” even if those events are contrary to actual events, which
iswhat Ms. Eggleston has purported to do. Motion at 23. Chase cannot have it both ways.

In any event, there is evidence that the completion of additional securitizations between
1996 and 1998 did not improve CFS's financid prospects, and using Ms. Eggleston’s
methodology, projecting the revenue, expenses and increased servicing obligations of the
additiona securitizations would not have diminated CFS's insolvency, but rather would have
deepened it. See, e.q., CFS's 1998 “State of the Union” Memo, DX 203, indicating a “decline
in advance rates,” projection of “cashflow [of] a least $25 million negeative every quarter,”
“gonificant posshbility that even if we do dl of the aove [codt-cutting and revenue enhancing
steps and aggressive courting of raings agencies|, we could d4ill lose financid capability
and/or face continued steep declinesin the advance rate.”
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an entity is not “on its deethbed,” then, through the process of eimination, it cannot be vaued

usng a liguidation premise, but must be vadued as a going concern. See Gillmen v. Sdentific

Research Products, Inc. (In re Mama D’Angelo, Inc.), 55 F.3d 552, 555-56 (10" Cir. 1995)

(“Liquidation vaue is appropriate if a the time in question the business is so close to shutting

its doors that a going concern standard is unredistic’); In re Taxman Clothing Co., 905 F.2d

166, 170 (7" Cir. 1990). In many cases, a vdid going concern anaysis actualy assumes an

orderly liquidation of dl assets within a reasonable time. See, eq., Travelers Int'l AG v. Trans

World Airlines, Inc. (In re Trans World Airlines, Inc.) , 134 F.3d 188, 193-94 (3d Cir. 1998)

(solvency andyds which vdued debtor's assets a going concern vdue was proper because
debtor was not on its deathbed at the time of the dleged preferentid trandfer, but fair value of
assets of the going concern could be premised upon vaue that could be obtaned in a

hypotheticd sde of assets over a reasonable time period (as opposed to an immediate

liquidetion)); WRT Creditors Liquidation Trust v. WRT Bankruptcy Liquidation Master File

Defendants (In re WRT Energy Corp.), 282 B.R. 343, 369-70 (Bankr. W.D. La. 2001). In any

event, it is not inconsgtent to vaue an entity as a going concern even when its financid and
operationa data project continuing losses over a period of years to a point of its eventud

demise®

“Ms. Eggleston recognized that legd authorities compelled a consideration of CFS as
a going concern (because it was not on its “deathbed” on December 31, 1996) even though she
was of the opinion that if she assumed tha CFS continued financing its operations with
securitizetion advance rates and operated at the levd it had in the padt, the enormity of the
continued projected losses under those circumstances woud have judtified the use of a
liquidation premise to vaue the enterprise.
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In addition, consgent with Chase's expert’'s admonition that a busness appraiser must
envison feasble dternatives to the datus quo in order to meximize value, Ms. Eggleston
theorized that CFS would have been more vduable in the long term without additiona
Securitization revenues, as she believed that the long term sarvicing obligaions aisng from
the securitization transactions outpaced the short term cash infusons, resulting in a deepening
of CFS's insolvency with each successve securitization. Ms. Eggleston’s assumption that CFS
would discontinue that method of finendng its operations is not inconsstent with valuing CFS
asagoing concern.

5. Assuming the value of receivables at eight cents

Ms. Eggleston caculated NGU's licbility under the forward flow agreements under the
“unfavorable contract” principle gpplicable under the adjusted net asset value approach, which
requires the recognition of a contract as a “negaive asset” when its future obligations outweigh
its future benefits. See, eg., WORKOUTS & TURNAROUNDS |I, GLOBAL RESTRUCTURING
STRATEGIES FOR THE NEXT CENTURY, INSIGHTS FROM LEADING AUTHORITIES IN THE FIELD
(D. DiNapoli, ed. 1999), PX 409, a 366 (long term liabilities that should be vadued in a
solvency andyss incdude “unfavorable purchase commitments reduced to probable and
edimable future obligations. . . . Unfavorable purchase commitments may represent . . .
unfavorable supply or service contracts or other contractua obligations estimated to gve rise
to future losses and ligbiliies (in the form of ether payments or performance obligations).
Any resultant licbiliies should be computed based on anadyss of the tems of such

commitments (e.g., contracts, purchase orders) and a comparison of estimated cash inflows
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. and edimated cash outflows due under the gpecific commitments”). Ms Eggleston
assessed to NGU a liaaility under contracts in which NGU was obligated to purchase assets at
higher prices than she believed the assets were worth; thus the liability was caculated as the
difference between the contract price and eght cents (for fresh accounts) (expressed as a
percentage of the contract price) times the average historicd monthly cost (purchase price
paid) under each contract over the term of each contract (or, in some cases, less than the term),
al discounted to present vaue. See Cdculation of Forward Flow Ligblity, PX 354 (as of
10/31/97) and PX 355 (as of 12/31/97)).

Chase criticizes Ms. Eggleston’s decison to vaue the recelvables to be purchased by
NGU under the forward flow agreements (as wel as the receivables owned by NGU on the
vauaion dates) at eight percent of their face value rather than at the rates NGU agreed to pay
under each forward flow agreement. Motion at 462 In reaching the condusion that the
forward flow agreements were unfavorable contracts, Ms. Eggleston relied upon severd
sources, induding conversations with Christopher Gramlich, principal of Asset Backed
Solutions, LLC, a firm retained by the Official Committee of Unsecured Creditors in the CFS

bankruptcy case as its securitization consulting expert.?*  Mr. Gramlich, who had considerable

Z)f vaue equaled price, the contract would not be an “unfavorable contract” and it would
not generate a liability.

See Vaified Statement of Christopher J. Gramlich in Support of Application
Authorizing Retention of Asset Backed Solutions, LLC as a Securitization Consulting Expert
For The Officid Committee of Unsecured Creditors, Case No. 98-5162-R (Doc. 1874).
Asset Backed Solutions, LLC, was “a highly specidized consulting firm concentrating on
issues related only to the asset-backed securitiesindustry.” 1d. at 2.
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industry expertise, had anadyzed the recelvables generdly and vaued them a seven cents on
the dollar. Ms. Eggleston dso relied on CFS's own estimation in December 1998 (performed
for the purpose of estimating the vendors potentia reection damages and not for the purpose
of this case) that the market price of receivables its affiliates were obligated to purchase under
forward flow contracts that CFS had guaranteed was seven cents on the dollar. See CFS
Summary of Guaranteed Forward Flow Contracts, PX 293. A Nilson Report dated March 1996
aso reported that freshly charged-off accounts were sHling at five to nine cents per dollar.
The Nilson Report, March 1996, PX 285, at ICl 4250-51. An industry report authored by BT
Alex. Brown dated March 2, 1998, indicated that purchase prices of fresh accounts fell into
arange of eight to twelve cents per dollar. BT Alex. Brown Report, PX 284, at ICl 9055.

Ms. Eggleston chose to use the low end of the BT Alex. Brown range because she
believed that CFS had bid aggressively (i.e., outbid its competitors) to become the dominant
purchaser in that market a that time and many industry participants expressed the opinion that
CFS was overpaying for recelvables and atificdly inflaing prices, a propostion supported
by evidence in the record. See, e.q., CFS Business Plan (Draft) dated October 31, 1996, PX
3, a ICI 7732 (“Competitive Anadyss’); Arthur Andersen Internal Memo dated October 28,
1997, PX 290, a 4 (“Some competitors and market analysts have been skepticd as to whether
CFS can achieve thar projected collections [because] . . . CFS pays about 20-50% more for
charged-off credit card loans [than other purchasers] and CFS clams to be able to collect about
30 cents on the dollar for every loan, which is gpproximately double what competitors have

been able to collect”). Use of hindsght tends to confirm these assumptions. See eq., Harvard
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Busness School case study, PX 242, at 8, 25 (showing increase in price coincident with CFS's
drategy to outbid other purchasers to lock up supply); Papillion Partners, Inc. Report of NGU
dated April 9, 1999, PX 287, a 1, 6 (“CFS was an aggressive bidder for defaulted consumer
debt (and a dominant buyer), and CFS sngle-handedly drove the market for such receivables
to atifiadly high leves’ and consequently “overpaid” for receivables, in addition, NGU was
uncble to sl its portfolio at eight to ten cents after it filed bankruptcy because “CFS and NGU
had been such voracious buyers of defaulted charge accounts, that they had a heavy influence
in seting the market pricee. The market and demand for defaulted charge accounts were
srioudy disrupted after CFS and NGU discontinued ther purchasng activities’); Papillion
Partners, Inc. Report dated January 19, 1999, PX 288, at 3 (“shortly after CFS became mired
with problems, Creditrust Corporation, a competitor of CFS, reported buying charged-off
credit cards at 8.5 cents on the dollar compared to the 12 cents they had seen previously . . .
Fresh charge-offs were bid between 7 cents and 10 cents . . . around the time CFS filed for
bankruptcy”); Kaulkin Report dated March 2003, PX 289, at 4 (“we watched [CFS] purchase
accounts at prices we couldn’t understand . . . [CFS and Creditrust] served as a reminder of the
need to price portfolio acquistions correctly and of the consequences of overpaying for
accounts’); Chase Recovery Optimization Initistive, PX 292, a 1 (indicated that as of 2002,
“current market comfort level at 6-7 cents for charge-off and fresh paper”).
While Chase may possess evidence to chalenge the basis for Ms. Eggleston’s
assumption that the value of accounts purchased and to be purchased by NGU was eight percent

of ther face vaue, the Court cannot determine at this juncture that Ms. Eggleston’s assumption
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S0 deviates from the evidence as to render her testimony on the issue of NGU's insolvency
inadmissble.  Another vaue may be more appropriate; that is an issue to be determined at trid.
6. Basing projections on a single year of past performance

Chase contends that “Eggleston violates professona standards when (a) she bases her
projections on only a sngle year of results and (b) she unreasonably assumes that the future
will duplicate the recent past.” Motion at 24. Chase contends that authoritative texts
containing standards for performing vauation services require that projections should be based
upon financid information from the immediately preceding three to five (or even ten) years.
Motion a 24, n. 17 Ms. Eggleston testified that projecting forward from December 31,
1996, from finandds from multiple prior years was ingppropriate in this case because (1) CFS
radicaly changed its busness mode in 1996; (2) CFS experienced rapid growth in the year
immediatdly preceding the vauation date which would not be captured if projections were
based upon financid information from earlier periods, and (3) as of the vauation date, CFS had
only recently begun the trend of increesng monthly operating losses. Ms. Eggleston referred
to the finandd statements in CFS's Budness Plan dated October 31, 1996, which indicated
that assets increased from approximatey $21 million as of September 1995, to $251 million
as of September 1996 (PX 3 a 7739-40), and that CFS continued to grow thereafter. She
therefore concluded that financid information for periods more than sx months prior to the

vauaion date were not comparable to conditions exising as of the date of valuation, and that

This agument is ingpplicable to the NGU solvency opinion, snce NGU was in
existence for less than ayear prior to the dates for which solvency isat issue.
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looking back more than dx months would understate both revenue and expenditures going
forward.

Chase’'s own citation to the Pratt treatise supports Ms. Eggleston’s decision to project
only from financid history that is comparable to what is likdy to occur in the future. Pratt
states—

[Plast history is relevant only to the extent that it may, in some cases, provide

useful guidance in projecting future economic income. Neverthdess, it is not

as uncommon as one might think to see “projections’ which are nothing more

than a datigticd extrgpolation of past results, with no andysis as to the extent

to which the future generating forces will or will not duplicate the recent past.

Usudly, they will not.

Motion at 25, quoting Pratt at 196.% Ms. Eggleston did not make the mistake of using a three
to five year financid history to project CFS's likely revenues and expenses as of December
31, 1996, as Chase would have had her do. Rather, she andyzed the “extent to which the future

generating forces will or will not duplicate’ the three to five year period, and concluded that

it was more likdy that CFS's future revenues and expenses would duplicate its prior six month

%®See also Prat, Exhibit B-3 to Moation, a 62 (“the relevant period covers the most
recent period of time immediady prior to the vduation date during which the statements
represent the company’s generd operations. If the company dgnificantly changed its
operations a few years before the vauation date, only the previous three or four years may
represent the relevant period.”). CFS quotes smilarly relevant excepts from other treatises
in its Response to Motion at 38-39.

In addition, an aticle cited by Chase cautions againgt relying on the past five years
eanings when vauing entities experiencing financid trouble because “distressed  companies
usudly bear litle resemblance to ther former status” See Margalin, Winer & Evens LLP
Newdetter, Viewpoint on Vaue (September/October 2004), Exhibit B-14 to Mation, &t 1.

CFS did not begin savicng the huge portfolios of credit card receivables for
securitizetion trusts under Servicing Agreements until 1996.  Prior to that time, CFS serviced
its own portfolios of recelvables, induding notes and judgments purchased from HUD and
RTC.

43



Case 03-00008-R  Document 272  Filed in USBC ND/OK on 09/14/2005 Page 44 of 64

hisgory, which reflected CFS's then-current busness plan, rather than the prior three to five
year period. Further, in her projections, Ms. Eggleston made adjustments to reflect changes
e bedieved were likely to occur (or should occur, if reasonable economic principles were
gpplied) with the passage of time (i.e., cessation of securitization finandng, leveing the hiring
curve after reaching a sufficient workforce to service exigting contracts, etc.).

Ms. Eggleston gmilarly limited her lookback periods in projecting revenue and
expenses in caculating CFS's solvency on May 31, 1997, December 31, 1997, and June 30,
1998, in her Supplemental Reports because of CFS's ragpid growth and rapid increase in
expenditures immediately prior to those vauation periods. See Combined Statements of
Income-December 31, 1997 and 1996, PX 6, a 2 (from January 1, 1997 to December 31,
1997, revenues increased by 167%, from $144,510,000 to $385,915,000, and expenditures
increased by 230%, from $64,698,000 to $213,769,000).

The Court concludes that Ms. Eggleston’'s method of choosng a time period from
which to project future revenues and expenses does not render her analysis unrdligble.

7. Use of stress case collections as baseline for servicing revenue

At the hearing, Chase argued that using CFS's dress case collection modd to estimate
future collection revenue, rather than assuming CFS would meet the higher base case
collection gods or assuming that CFS would fal to meet even stress case collections, is an
effort by Ms. Eggleson to maximize CFS's insolvency by ignoring two dterndives to the
stress case scenario, both of which Chase dams would reduce the extent of CFS's servicing

lidhility. Chase asserts that by disregarding some evidence that CFS had been meeting its base
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case collection gods, Ms Eggleston is able to project lower servicing income, and that by
refudng to assume that CFS would collect below stress case levels and thereby triggering a
savicer default under the Servicing Agreements, Ms. Eggleston rules out the posshility of
diminding the savicing liddlity entirdy (arguably due to the trustees right under the
Servicing Agreements to terminate CFS as servicer).

Ms. Eggleston explained the method she used in esimaing future sarvicing fees and
future servicing costs in her affidavit. See Exhibit B to Eggleston Affidavit, PX 415. At the
hearing, Ms. Eggleston identified evidence from which she based her assumption that CFS
coud not mantan base case collections levds over the life of the securitization.  This
evidence incduded CFS's falure to meet gods on collecting defaulted accounts that were
converted into peforming accounts (“converted accounts’), that is, accounts in which the
account obligor entered into a new agreement to pay the baance in full in ingtalments over
time. Under CFS's collections modd, performance of converted accounts condtituted a
gonificant portion of projected collections in the laler months of a securitization, but it
appeared that actud collections on converted accounts were sgnificantly lower than predicted.
See Arthur Andersen Memorandum dated November 8, 1996, PX 45, at 2-3 (CFS projected
that 57% of dl collections would be derived from converted accounts, and CFS's base case
assumed 90% success in collecting on conversons, based on limited testing, authors of memo
found CFS's collection rate to be closer to 60%); Arthur Andersen Memorandum dated
January 9, 1997, PX 215, at 1 (“company is collecting on conversons at a much lower pace

than the base case modd. Instead of collecting 90% of the agreed to monthly payments, the
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Company has been able to collect only 54% and 68% or approximately 60% on an overal
bass. We adso noted an unfavorable trend of setting up loans for lower monthly payments over
longer periods of time . . . [These trends] have a great effect on the overal projected cash-
flows in the modes’). Other early indications of CFS's inagbility to sustan base case
cdlections indude (1) admissons by CFS executives that beginning in January 1997, meeting
collection gods “seem[ed] practicdly impossble’ (WedvBatmaon Memo, PX 50); (2)
CFS's acceptance of lower setlements in satisfaction of accounts, and the decision to sl
loans beginning in January 1997 to meet gods cdled for under the firs two securitizations
(Testimony of Charles Wdsh, PX 172A, a 103-04, 115); (3) ealy collection reports that
included revenue from “puts’ (accounts repurchased by vendors), which contributed to an
appearance of meeting base case gods in first few months of a securitization, and that “puts’
ceased after the sxth month (id. a 69-70); (4) ealy collection reports appearing to meet base
case that included collections that ultimately had to be paid to a prior sarvicer (id.); and (5)
early collection reports that appeared to meet base case that included “cal-ins’— that is,
spontaneous payments from account debtors in response to CFS's initid letters~which
enhanced cadllections in the fird 9x months (id. a 70). Ms. Eggleston believed these factors
reduced the amount of true collections by CFS, overstated the success of collections in the
ealy months of a securitization, and revealed that the early rate of collections was not
sudanable over the long term.  See a0 Riverway Report, PX 169, at 8; Tedimony of Charles

Welsh, PX 172A, at 142.
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After the fird sx months of servidng a pool, CFS rdied on loan sdes and grealy
discounted settlements to achieve base or stress case results, but those tactics appeared to
gregtly reduce the number of loans from which to collect in laler months WedvBatmann
Memo, PX 50 (“fewer and fewer assets of Szable balance from which to draw the settlement
funds needed to make up the monthly shortfdl”); Testimony of Charles Welsh, PX 172A, at
65 (“it was chdlenging for us in the collection sde to have a continualy dwindling pool of
loans with a higher [collection] god”); Riverway Report, PX 169, at 8-9 (“sales to Cadle . . .
produced cash to the trugts in the current period at the expense of cash flow in future periods’).

Further, base case gods were low in early months and increased in later months, but
actua collection performance moved in the oppodte direction (higher collections in early
months, “flat” in later months). Testimony of Charles Welsh, PX 172A, & 64, 69. Ms
Eggleston considered the stress case a “consarvetive’ basis on which to project collection
revenue because even under the stress case, it was assumed that collections would exceed the
principd and interest obligations to certificate holders, leaving some “resdud” vdue in the
accounts to CFS. The Court concludes that Ms. Eggleston’'s decison to base projected
collection revenue on stress case rather than base case goals has evidentiary support and is not
an unreasonable assumption.

Chase argues that Ms. Eggleston might have assumed, instead, that (1) CFS would not
even meet stress case collection goas, and would therefore incr a servicer default under the
Savicng Agreements, (2) the trustees of the securitization trusts would opt to terminate CFS

as sarvicer, and (3) CFS would cease savicing atogether and thus avoid all expenses related
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to savidng, thus dimingting the sarvicing ligbility Ms Eggleson projects.  Termingion of
CFS's savicing activities, however, would not only avoid servicing expenses, but would aso
elimnae dl savicdng fees and dissolve CFS's only active enterprise. Servicing costs could
be avoided only by firing a mgority of CFS's employees, liquidating assets used in servicing
and vacating the leased premises, activities inconsdstent with the going concern premise

required under the Taxman and Mama D’ Angelo cases cited above.?’

Based upon CFS's higoric collection curve, the atypical components that enhanced
ealy collections of a portfolio, axd CFS's own concerns about mantaining base case

collections, as wdl as CFS's laer indbility to meet its base case without sdling assets to an

2In response to Ms. Eggleston’s testimony tha cessation of sarvicing under the
Savicng Agreements could result in an entirdy different set of cashflows resulting from the
breach of the Savicdng Agreements, induding an obligation to indemnify the backup servicer,
Chase assarts that the Servicing Agreements preclude other parties from seeking damages or
other remedies from CFS based upon a servicer default. Because the Court finds that assuming
the termination of the Seavicing Agreements is incondgent with vaung CFS as a going
concern, the Court need not interpret the Servicing Agreements to determine the probable
outcome under the Servicing Agreements if CFS failed to meet stress case collections and
incurred a servicer default.

Chase dso suggests tha Ms. Eggleston migt have assumed, as a turnaround Srategy,
that CFS would choose to breach its Servicing Agreements to avoid the servicing ligbility. The
Savicng Agreements did not permit CFS to voluntarily resgn as servicer, and a breach of the
Savicing Agreements may not have necessxily triggered rdief from the servicing lidhility,
in any event, because replacement of CFS by another sarvicer was at the discretion of
trustees/noteholders.  Servicing Agreement, PX 55, a 1 4.4, 8.2. The Court notes that until
CFS's eventud liquidetion, the securitization trustees in fact did require CFS to continue
savicng the securitizations (in the face of loud oppostion from the unsecured creditors)
notwithstanding the trustees knowledge that CFS had dready breached the Servicing
Agreements by resorting to impermissible asst sdes to an dffiliate to meet collection gods.
In any event, the assumption that CFS would unilaterdly choose to cease servicing the
securitizations would agan leave CFS without a business and prope the anadysis into
liquidation territory, which is inconsstent with the going concern premise both parties
advocate.

48



Case 03-00008-R  Document 272  Filed in USBC ND/OK on 09/14/2005 Page 49 of 64

dfiliage a inflaed prices, Ms. Eggleston’s decison to use CFS's projected stress case
collections as a bass for cdculating future servicing revenue (and thus servicing liability) is
not so speculative or unreasonable as to preclude admission of her testimony.
8. Assumptions made in calculating CFS's servicing costs

Chase catdogues many complants about Ms. Eggleson’'s cdculation of CFS's
savicdng costs, generdly arguing that she arbitrarily alocated greater operating costs to the
servicing aspect of CFS's business than warranted. Motion a 40. Ms. Eggleston derived
savicdng costs from four internally prepared CFS reports. Eggleston Affidavit, PX 415, | 84.
She explained in extensve detal the methods she used in cdculaing sarvicing costs (as a bass
for sarvicing ligbility) in her affidavit, PX 415, a 1 79-106; in her Loan Servicing Cost
Andyss narrative, PX 55; in the table entitled Loan Servicing Cost Analysis - Comparison of
1996 Temple Model and InteCap Andyss of 1996 Accounts - By Generd Ledger Account,
PX 56; and in her narative describing her Servicing Liadlity Analyss —Estimated Future
Savicdng Costs, PX 393, a IClI 15300-10. See also Comparison of Sevicing Liability
Cdculdaions [from 12/31/96 to 6/30/98] Using Analyss of Actuds by Generad Ledger
Account, PX 68. With respect to edtimating the number of employees needed to continue
savidng exiding accounts in the future (and the cost of such employees), Ms. Eggleston
considered Arthur Andersen’s cdculation of the cost of employees needed to service existing
accounts in 1996. Arthur Andersen workpapers, PX 207, a 5 (Arthur Andersen assumed a
workforce of 1400 employees at a cost of $30,000 each, resulting in servicing costs of $42

million per year for personnd only). Ms. Eggleson edtimated personne codts of $38 million
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in the firg few years of her projection, an estimate more conservative than Arthur Andersen’s.
She dso considered the actua headcount in 1996 (PX 215, at 2) and the fact that CFS amost
tripled the number of employees in 1997 (PX 219), and she analyzed employees by department
to determine which employees were integrd to the servicdng component of CFS's business
(PX 220). In addition, she consdered the testimony of CFS's former human resources
director, Curtis Red, who tedified from fird hand knowledge regarding the dlocation of
employees to the collection function of CFS. Depodtion Tesimony of Curtis Rad, Pantiffs
Transcript Binder, Tab 11, at 36, 42-44, 63, 86-98, 109-116, 145. Mr. Reid aso testified that
he bdieves Ms. Eggleson's dlocation of employee costs to CFS's collection function is
consarvative.

To vdidate her projections from these assumptions, Ms. Eggleston examined actual
sarvidng expenses as a percentage of actua sarvicng fees during later years, as well as post-
bankruptcy events, both of which confirmed that sarvicing fees were inadeguate to cover
Servicing expenses.

Chase may bdieve that other evidence supports a different alocation of resources
which compels a different result, but there is no evidence that Ms. Eggleston’s consideration
of hidoric employment data, hidoric costs, and busness trends and expectations, and

extrapolaing future expenses based on such data, is methodologically unsound.?® The Court,

BChase aso agues tha FAS 125 requires recognition of a sarvicing lighility when
compensation recelved from sarvicing is “below the rate of compensation that would be
demanded ‘by a new or outside servicer'” and therefore Ms. Eggleston errs when she caculates
the sarviang liddlity as the difference between servicing fees and its costs of servicing rather
than the difference between what CFS charged for sarvicing and what others in the market

50



Case 03-00008-R  Document 272  Filed in USBC ND/OK on 09/14/2005 Page 51 of 64

as trier of fact, will be tasked a trid with reconciling potentially conflicting evidence to
ascertan what weght to accord Ms. Eggleson’s resource dlocation, which drives her
cdculaion of future sarvicing cogts and ultimately her vauation of the servicing liability.
0. Choice of discount rate

In placing a present value on CFS's savicing ligbility, forward flow ligbility and lesse
lighility, Ms. Eggleston used a discount rate of approximately eight percent, and in vauing
NGU's forward flow liadilities she applied a discount rate of approximately seven and one-hdf
percent. Chase contends that Ms. Eggleston uses “an incorrect and unsupported methodology
to obtan an atifiddly low discount rate to edtimate the present values of the purported
svicng, forward flow, and lease lidbilites” Motion at 30. Chase contends that instead of
usng a wedl-established method for computing a discount rate, such as the Weighted Average
Cost of Capitad (WACC) or Capitd Asset Pricing Modd (CAPM), Ms. Eggleston adopted as

a rate for discounting dl ligdlities the interest rates on the latest issued asset-backed

charged for savidng. Reply at 14-15. However, FAS 125 accounting principles may not
farly reflect CFS's future ligdbdlity in peforming the Servicing Agreements in this case
because (1) under the agreements, CFS was not entitled to resign from servicing so long as it
continued in business and it could not assgn its obligations under the agreements without the
consent of the trustees, and (2) comparing CFS's sarvicing fees to those of a “new or outside
servicer” would not reflect the actua costs CFS would likdy incur in performing under the
agreements.  While GAAP may require that a servicing liability be cdculated usng a market
approach for the purpose of reporting the ligblity on financd dSatements, a variety of
approaches are avalable to evauate future contractud liabilities to determine whether an entity
is olvent. See, eq., Offidd Asbestos Clamants Committee v. Babcock & Wilson Co. (In
re Babcock & Wilson Co.), 274 B.R. 230, 260 and n.237 (Bankr. ED. La 2002), and cases
cited therein (GAAP does not set the standard for veluing assets to delermine solvency). In
this case, udng the market approach to evauate CFS's sarvicing liability may distort economic
redity by ignoring the redrictions placed on CFS's options to mitigate future losses resulting
from its obligations under the Servicing Agreements.
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certificates, which received single-A raings by the ratings agencies and were therefore
consdered to be rdatively safe investments.

In seeking to discredit Ms. Eggleston’'s decison to apply the cerificate interest rate
to the lidblity streams, Chase identifies higher discount rates adopted by other andysts valuing
certain assets of CFS. Motion a 31. For instance, in February 1997, Arthur Andersen used
a 15% discount rate to vaue a stream of collection revenue, which Andersen “deemed to be
an agppropriate interest rate commensurate with the risk of the transaction to reflect the
esimated present veue of the recevables” Arthur Andersen Memo re Residua Testing
Approach, PX 45, a 1.* In her andyds, however, the risk inherent in collecting receivables
is not a issue rather Ms. Eggleston is assessing the probability that the particular future

ligbilities will exit.

#0ther discount rates associated with prior valuations of CFS were cited by Chase as
more appropriate than Ms. Eggleston’s certificate rate, but like the Arthur Andersen analysis,
the cash flows beng discounted were for the entire enterprise, not outflows associated with
a discrete contract. See, e.0., E&Y Report, PX 48, at 14477 (applied fifteen percent discount
rate (usng CAPM) to vdue CFS as an entity under income approach). Further, the discount
rates assigned by the authors of the Riverway Capital Report and Pepillion Report to value the
CFS-sponsored  asset-backed securities after CFS filed bankruptcy (e.g., 15-35%) are
ingoplicable to determining the present value of CFS's future contractua liabilities as of
December 31, 1996, for reasons too obvious and numerous to list. Chase dso attempts to
compare Ms. Eggleston’s discount rate unfavorably to the 45% discount rate chosen by Encore
Capitd Group, Inc. to vdue its highly speculaive retained interest in securitized receivables,
an asset comparable to CFS's “resdud” (the present vaue of collections on receivables after
ful payment of principd and interest to the noteholders (and dl related fees)). Agan, the two
dreams of cash (Encore's doubtful future inflows and CFS's nearly certain outflows) are so
dissmilar that ther comparison is meaningless See adso Eggleston Affidavit, PX 415, a
200.
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The principles underlying conventiona “discount rates’— those cadculated under one of
the formulas Chase advocates — are incompatible to “discounting” the future stream of a
debtor’s payments on a contractua lidility to present vdue. A discount rate is defined as an
“opportunity cost,” that is, the “expected rate of return (or yidd) that an investor would have
to gve up by inveding in the subject invetment — instead of avalable aternative investments
that are comparable in terms of risk and other investment characteristics.” Pratt, PX 396, at
159. Conventiond formulas for cdculaing a discount rate on future earnings assume some
benefit to a hypotheticd buyer or investor; in discounting ligbilities, the very premise
underlying the formulas is absent. No one would forego the opportunity to purchase an
invesment that might yidd a benefit in exchange for the right to satify future payments on
CFS's or NGU’s contractual obligations. In red economic terms, the function of gpplying a
“discount rate” to a stream of future outflows (lidbilities) is dmilar to choosng a probability

or risk factor when valuing a contingent liability. See, eg., In re Xonics Photochemicd, Inc.,

841 F.2d 198, 200 (7" Cir. 1988) (“[t]o vaue a contingent lighility it is necessary to disoount
it by the probability that the contingency will occur and the liability will become redl”).

Ms. Eggleston stated that because of the certainty that CFS would incur obligations
under the Sarvicing Agreements, the forward flow agreement guaranty and lesse, the related
dreams of negaive cash flows are not risky or improbable cash flows and therefore a lower
“discount rate” is appropriate. Her assessment of the probability that the expenses would be
incurred is not unreasonable; there is no evidence that any of the contracts from which the

lidbilities flow were not fully enforcesble. CFS's servicing liability was fairly likey to occur
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because CFS's duty to continue to perform servicing functions under the Servicing Agreements
was not assgnable, and CFS was not permitted to resgn as servicer without consent of al
paties to the agreement, including the securitization trustees and the back-up servicer.
Savicng Agreement, PX 55, a T 4.4. Further, prior to discounting the lease liability to
present vaue, Ms. Eggleston subgtantialy reduced the amount of the future payments on the
superfluous space by assuming the exercise of the early termination provisons. Findly, with
respect to CFS's guaranty of the MBNA forward flow liddlity, Ms. Eggleston believed it was
ineviteble that CFS would be called upon to satidy its dfiliat€s future obligations because (1)
the afiliatles obligation to pay for receivables under forward flow agreements had historicaly
been satisfied with advance rate revenue, which ceased under Ms. Eggleston’s assumptions, and
(2) CFS's dfiliates did not operate and lacked revenue from which they could pay their own
debts.

Further, in peaforming a solvency andyds liddlites must be vaued from the
perspective of the debtor, not from the perspective of the hypothetica investor assumed by the
discount rate formulas, nor from the perspective of the creditor to whom the obligation is

owed. See Covey v. Commercid Nat'l Bank, 960 F.2d 657, 660-61 (7" Cir. 1992) (for

purposes of solvency andyss, debtor's ligbility aisng from guarantee of parent’s note should
not be reduced to the maximum amount the creditor could expect to redize from debtor's
assets, gnce that reduction would result in ligbilities equaling assets, and therefore insuring
a finding of solvency even in cases where the debt guaranteed exceeded debtor's assets). From

CFS's perspective, the future lidbilities arose from obligations under enforcesble contracts;
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CFS would not be ale to reduce those obligaions based upon its average cost of capitd, its
comparison to other companies, or the hedth of its indudry, for example, so it does not make
sense that the present value of those liabilities would be reduced according to the types of
factors that drive the discount rate formulas applied to net cash flows when vauing business
entities™®

Because Ms. Eggleston’s choice of discount rate has a reasonable basis in law and logic
and the record tends to support her assessment of the probability that CFS would incur the
expenses undelying the discounted liabilities, there is no basis to exclude her proposed
testimony as unsound or unreligble.

10.  Senditivity analysis

Chase argues tha faling to conduct a sengtivity andyds to test the effect of varying
some of Ms. Eggleston’s key assumptions “violaes vauation practices and standards” Motion
a 34. In support, Chase cites AICPA’s Draft Statement of Standards for Vauation Services
No. 1 (2002) (“Draft Statement”), which suggests the consderation of a sengtivity anayss,
which is described in the Draft Statement as “a summary of the effect on discounted cash flow

results from varying key assumptions (such as the discount rate, commodity pricing and/or

OFor example, a high discount rate might be appropriate if one was vduing CFS's
landlord’s contractua right to receive future rents from CFS. If CFS's financid condition and
industry dtatus were precarious, it would make sense to severdy discount the future cash flows
expected from CFS. From CFS's perspective, however, its obligation to make future
payments is not diminished by its own enterprise risk factors, and the present value of its
future lidbility should reflect the probability that it will continue to be obligated under the
lease. As the Seventh Circuit hed in Covey, the debtor’'s ability to stidfy its debts is not a
factor in determining the amount of a debt in measuring solvency. Covey, 960 F.2d at 660-61.
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maor operating assumptions)” when performing a vauation usng the discounted cash flow
method. 1d., Exhibit B-4 to Mation, a  2.23.1(b)(iv). Ms. Eggleston states (and Chase does
not refute) that the Draft Statement was widdy criticized and was withdravn and that no
replacement draft was in circulation at the time of her reports. Eggleston Affidavit, PX 415,
at 1 201.

Chase a0 rdlies on THE HANDBOOK OF ADVANCED BUSINESS VALUATION, which states
“In order to make a determination as to whether a company has adequate capitd and is likey
to be ale to pay its debts as they come due, one should examine the company’'s financia
performance under a range of possble performance scenarios” Id., Exhibit B-22 to Mation,
a 347. Also, in an aticle in Viewpoints on Vaue the authors suggest usng sengtivity
andyses to “hdp vauators and managers isolate distressed companies key vaue drivers” 1d.,
Exhibit B-15 to Motion, a 4. These excerpts do not convince the Court that conducting a
sengtivity anadyss to identify “key vaue drivers’ is mandatory (or even necessary) to a sound
solvency andysis.

Common sense indicates that when peforming cadculaions involving large numbers,
changes in variables like discount rates, prices of charged off loans, and cost alocations will
shift the find result of the caculation in one direction or the other. A more relevant concern
is whether Ms. Eggleston is able to aticulate a reasonable basis in fact for choosng a
paticular variable, not whether changing the variable may dter the result (it dways will). Ms.
Egoleston explaned her reasons for sdecting a reatively safe discount rate for discounting

lichilities, expressed in excruciaing detall dl the reasons she chose to include or exclude
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certain income streams or expenses (account by account) in her caculation of CFS's servicing
lighility, and identified some evidence to support her decison to vaue purchased receivables
a eight percent of their face vdue. Even if Ms Eggleston performed sendtivity andyses on
those variables, as suggested (and performed) by Chase's expert, Chase does not explain how
that andyss could dter the facts on which Ms. Eggleston relied when sdlecting the particular
variables or demondtrate that Ms. Eggleston’ s assumptions are per se unreasonable.
11.  Analysisof cash flows

Chase dleges tha Ms. Eggleston’'s andyss of CFS's cash flows for the purpose of
tesing CFS's ahility to pay debts® and its adequacy of capital® is unsound because she fails
to (1) add depreciation back to net income; (2) subtract capital expenditures from net income;
and (3) add back reductions in working capital. Motion at 27. In addition, Chase contends that
gnce Ms. Eggleson assumed that CFS would not continue sponsoring securitizations as a
finendng tool, she should have deducted expenses related to securitizations in calculating cash

flows. Mation at 29.

3A party satiffies the ability to pay debts test (as an dterndive to establishing balance
sheet insolvency) by proving that the debtor “voluntarily or invduntarily . . . intended to incur,
or believed tha the debtor would incur, debts that would be beyond the ability of the debtor's
ability to pay as such debts matured.” 11 U.S.C. § 548(a)(1)(B)(ii)(lI1).

2A party saiffies the adequacy of capita test (as an dternative to establishing balance
sheet insolvency) by proving that the debtor “voluntarily or involuntarily . . .was engaged in
busness or a transaction, or was about to engage in business or a transaction, for which any
property remaning with the debtor was an [dc] unreasonably smdl ceapitd.” 11 USC. §

548(a)(1)(B)(i(I).
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Ms. Eggleston described the methodology she adopted to analyze CFS's ability to pay
debts and adequacy of capitd as of December 31, 1996, as follows. She “utilized a projection
of CFS's cash flow from operations for 1997. The projection of cash flow from operations
was based on CFS's actual income and expenses for 1996, adjusted to exclude the net income
related to the securitizetions in 1996.” Eggleston Affidavit, PX 415, 1 134. In judtifying her
decison not to add back depreciation and subtract capital expenditures, Ms. Eggleston stated
that she “consarveivey retained CFS's depreciation expense for 1996 in lieu of projecting
capital expenditures. This depreciation expense was sgnificantly less than CFS's anticipated
capital expenditures, and, thus, would not have overstated the amount of required monthly
expenditures” Eggleston Affidavit, PX 415, a  139. Ms. Eggleston’s assumptions as to the
compardive leves of capital expenditures and depreciation are supported by cash flow reports
for 1996 and 1997 which indicate capitd expenditures of approximately $34.7 million and $39
million, respectively, compared to depreciation expense of gpproximady $4 million and $8
million, respectivdly. Combined Financid Statements, PX 6, at ICl 07642-43. The Court finds
that edimating CFS's future capital expenditures as equal to the prior year's depreciation is

aconsarvative position that overstates rather than understates CFS's available cash.>

BContradicting its stance that Ms. Eggleston should have subtracted from net income
(and thus added to expenses) at least $34 million of capitd expenditures in her cash flow
andyss, Chase dso suggests that Ms. Eggleston should have diminated from projected
expenses even the pdtry $4 million of capitd expenditures that she dlowed, because she
projects CFS to “go out of busness’ in seven to eight months, which would render capita
expenditures usdless. Transcript at 213.
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With respect to Chase’s contention that she falled to adjust for changes in working
cepitd, Ms. Eggleston explaned tha dhe projected 1997 operations as equal to 1996
operations and projected monthly totals to be onetwefth of the annua totas, and therefore,
based upon her assumptions, no adjustments were necessary. Eggleston Affidavit, PX 415, at
11 140, 198. Despite faulting Ms. Eggleston for failing to adjust for changes in working
cepitd, Chase has not provided aty evidence that adjustments to working capital were
necessary or appropriate in this case, or proposed adjustments that should have been made or
illugrated the effect such adjustments would have on Ms. Eggleston’'s anadyss or conclusions.
Thus, the Court cannot conclude that Ms. Eggleston’s decison to project consistent working
capital renders her opinion unreliable.  The weight the Court decides to accord that element
of Ms. Eggleston’ s andysiswill be determined & trid.

Securitization advance rates were diminated from Ms. Eggleston’'s projected cash
flows because she “did not think it was appropriate to forecast a transaction that is fixing or
providing short term cash that will in fact incresse the amount of insolvency.” Chase argues
that CFS did, in fact, pay its debts as they came due with new securitization proceeds, but Ms.
Eggleston counters that the additional securitizations only worsened CFS's financid position
by increesing the magnitude of its sarvicing obligation. In projecting the 1997 cash flows, Ms.
Eggleston did not reduce actua 1996 expenses to excdude expenses related to the
securitizations that closed in 1996, but she believed that such expenses were not materia, and

Chase has not aticulated any materid expenses that should have been backed out of the
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expense sde of the 1997 cash flow projection. Agan, these issues arise from the exercise of
professond judgment and are more appropriately litigated at tridl.

With respect to NGU, Chase argues that Ms. Eggleston failed to consider NGU’s future
collection revenue in the cash flow projection. See Projection of Cash Flow as of October 31,
1997, PX 116 (comparing future obligations under forward flow contracts with funding from
financing sources only); Projection of Cash Flow as of December 31, 1997, PX 119 (same).
Ms. Eggleston contends, with some evidentiary support, that NGU's collection revenue was
more than offst by NGU’'s operating expenses, savicing fees and interest owed on the
warehouse line and CFS loans, dl of which she aso omitted. See NGU Income Statement as
of October 31, 1997, PX 99, at ICl 10279 (showing collection revenue of $501,922.54 versus
savidng fees of $125,479.89, operating expenses of $395,787.24, and interest expense of
$902,911.86); NGU Income Statement as of December 31, 1997, PX 100, a ICl 10240
(showing collection revenue of $1,522,120.01 versus servicing fees of $358,172.03,
operating expenses of $396,296.24, and interest expense of $1,467,250.55). Including future
collection income, operating expenses, savicng fees and interest would have only hastened
NGU’s demise under Ms. Eggleston’s anadyss. Agan, her cash flow projections apply a more
conservative model.

Fndly, the treatises cited by Chase in support of its clam that Ms. Eggleston’s cash
flow projections “have been created usng a unique methodology that violates well-established

professond standards,” Motion at 28, do not support that proposition. The Court has not been
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provided with “well-established professond dandards’ for determining the inability to pay
debts as they mature or inadequacy of capital under Section 548 of the Bankruptcy Code.
12.  Correctionsto calculations and revisions of reports

Ms. Eggleston’'s efforts to revise her reports and caculations do not necessarily render
her methods or opinions unrdidble.  In her affidavit, Ms. Eggleson explained in great detall
the reasons for revisng her cdculations and supplementing her reports.  Eggleston Affidavit,
PX 415, a 11 174-190.3* The Court notes that rendering solvency opinions in this case was
a complex undertaking, requiring Ms. Eggleston to locate and digest a deluge of financial and
operational data rdevant to CFS's and NGU’'s circumstances as of the reevat dates, to
determine the existence of and assgn vaues to somewhat unique assets and ligbilities and to
consder and implement different vauation approaches under various possible scenarios. None
of the revised cdculdions cast doubt on Ms. Eggleston’'s qudifications or sKills, rather, the
Court is impressed with Ms. Eggleston’s diligence in seeking to insure that her opinion is
based upon demondgrable facts (some of which were overlooked in prior reports or only came
to light after the reports were issued)® that her reports are internally consistent and consistent
with each other, and that her andyss can withdand a rigorous review. Further, some of the

amendments had no effect on the value of an asset or liability*® and many of the revisons

%At the hearing, Ms. Eggleston corrected a transposition of the words “assets’ and
“ligbilities’ in paragraphs 176, 179, 183 of her affidavit.

3See Eggleston Affidavit, PX 415, a 1 180.
%See Eggleston Affidavit, PX 415, at 1181, 182.
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ultimately decreased the degree of insolvency.®” Consequently, the corrections are not of the
type to cause suspicion that Ms. Eggleston was influenced by the need to reach a particular

result for the purpose of this litigation. See, eq., Ed Peters Jewery Co. v. C&J Jewdry Co.,

124 F.3d 252 (1% Cir. 1997) (court found that extra scrutiny of plaintiff's expert’'s methods
was warranted after the expert revised his busness vauation upward by $25 million in
response to a motion for summary judgment that indicated that origind vauation did not
exceed debt owed to foreclosing bank and therefore did not support plaintiff’ s claim).

Chase a0 asserts that Ms. Eggleston's decison to include a liquidation andyss in her
supplementa report implies that she vecillated in her methodology. She tetified, however,
that she perssted in her opinion that a going concern premise was appropriate, but performed
a liquidation premise solvency andyss only at the request of counsel to address Chase's
suggestion that she should have considered dternative drategies that would not result in a
projection of cortinued operational losses. Chase's expert, Professor Gilson, cited a treatise
that induded “abandonment” of the enterprise as an option. See R. BREALEY AND S. MYERS,
PRINCIPLES OF CORPORATE FINANCE, Exhibit 3 to Response to Supplementd Motion. By
induding the liquidation andyss, Ms. Eggleston did not intend to replace her going concern
andyss, but smply desred to show that usng an dterndive premise would not dter her
opinion that CFS was insolvent as of December 31, 1996. Eggleston Affidavit, PX 415, at

187.

37See Eggleston Affidavit, PX 415, at 11 177-78, 183, 184.
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The Federa Rules of Civil Procedure anticipate that an expert may have to correct or
supplement her reports or amend her deposition tetimony. Fed. R. Civ. P. 26(e) (applicable
in this proceeding by virtue of Bankruptcy Rule 7026). Unexplaindble or unjudtifiabdle
revisons to reports, cdculdions or opinions may warant caution in evauaing the rdiability
of the expet's work, but when midakes are made, caught, corrected and satisfactorily
explaned by the expert in a supplementa report, as required by the Rule 26(e), no adverse
inference as to the rdiability of the expert's opinion need be drawn. The Court declines to
dravn an adverse inference aout the qudity of Ms. Eggleston’'s work product, as the Court
finds that in an effort to provide complete and accurate disclosures, Ms. Eggleston has
satidfactorily explaned the cause of mathematica errors and the bass for revisng certan
cdculations through proper and timdy supplementation. None of the corrections, revisons
or supplementations dtered Ms. Eggleston’'s ultimae opinion tha CFS and NGU were
insolvent on the relevant dates.

C. Concluson

The Court concludes that Ms. Eggleston is qudified by education, traning, skill and
experience to render an opinion on the solvency of CFS and NGU at paticular points in time,
that she used recognized and logicd methods to vaue assets and liabilities in order to apply
the balance sheet test that is the hdlmark of a solvency andyss under gpplicable law, that her
underlying economic assumptions have some evidentiary foundation and are not unredigtic or
unreasonable in lignt of the evidence relied upon, and that her condusons logicdly follow

from a wdl-explaned path of data, leaving no “andyticd gap” between the facts relied upon
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and the opinion rendered. While Ms Eggleston’s economic assumptions may be chalenged
a tria with contradictory evidence, and while the Court may ultimately rgect Ms. Eggleston’s
concluson of insolvency, or rgect one, some or al of the vauations of isolated assets or
lidoilities, the Court finds Ms. Eggleton’'s testimony is probative and not papably irrdevant
or unrdiable, and further finds that her expertise will assst the Court in resolving factual
issues, and therefore such tesimony may be admitted pursuant to Rules 702 and 703 of the

Federd Rules of Evidence and the Daubert/Kumho line of decisons.

SO ORDERED this 14" day of September, 2005.

Lrwon 7 iens

DANAL. RASURE
UNITED STATES BANERUPTCY JUDGE



